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ISP Preduviny Funeitien

omnizez® 2000; HEOLD® EP-1; Gantre«® BS, SP, A Hairspray fixative
3 Garquat®; STvLeze™ CC-10; PVP/VA §-630 Hair fixative
PVP/VA W. E, anD | Hair fixative
PoLEcTRON® 430; surranoNe® LP QOpacifier; Foam stabilizer and viscosily modiflier
staeeze® 06, QM, XL-80 Thickener and formulation stabilizer
Garquat®; EscaLor® HP-610 Conditloning agent; Hair protectant
ESCALOL®; Ganex® UV absorption; Waterproofing agent
CerasyNT®; Cerarnvl®; GermaLl® Emulsifier; Bmollient; Preservative
sutrocior® Freservative
Gantrez® Adhesive

PLaspoNe®; Porverasoone® Tablet binder; Disintegrant

Gantrez® §-97 BE. MS-955 Bio-adhesive

PVP-lodine Provides a safe, stable iodine disinfectant

AcsoLEx®; Acrimer® Promotes dispersion or adherence of active ingredicnt
Porvcrar® 10; Porycrar® Suers R Clarifying and stabilizing agent

Porvcrar® v, ULTRAFING, VT Clarifying and stabilizing agem

PVP; CHRoMABOND™; SurraDONE® Dye transfer inhibitor; Wetting agent
Rari-Cure® Vinyl Ethers; V-Pvror®; v-cap™ Reactive diluent; Crosslinker; Monomer building blocks
PVP; BYP/VA Base resin for water-soluble adhesives
Microrowner® Trow t Highly pure. sabmicron iron powder
VP/V-Car™ Copolymers Gas hydrate inhibitors
Proprietary intermediate Cancer treatment drug
Flunixin Meglumine Animal analgesic
Grandlure Complete Cotton boll weevil population control
Proprietary custom products Photographic film
*
Butanediol Maonopmer buiiding block, intermediate
Suiesuare®; FoamFLUsH®; ParTsPree® Salvent
M-PyroL® Solvent
MicrePure® BG, Uitra II Solvent
Colored roofing granules Provides weather protection and aestherics
GAF® FirTraTioN SysTEMS; PROGAF™ Macroscopic bag filtration systems for liquids
AccUGAF™, sentinel @ Ring High efficiency filter bag; Leak-prool ring scal systems
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HAIR CARE

SHIN CARE

G ing. rinses

al moisturizers

TR Strips

PHARMACEUTICAL

AGRICULTURAL

BEVERAGE

PERFORMANCE
CHEMICALS

FINE CHEMICALS

Fo{] I:!.g shingles

Marmaceuticals

vaints, automotive, food and beverage
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nternational Specialty Products Inc. [ISP]is one of the world’s premicr
specially chemicals companies. The Company has approximately 2,900
employees at more than 70 locations, including manufacturing facilitics,
research laboratortes, and sales and customer service olfices throughout the
waorld, serving customers in more than 90 countrics.

The Company manufactures tree major groups of products -- specialty
chemicals, mineral products, and [lilter products -- and holds a significant mar-
ket share in cach of these principal product groups.

In its largest business, ISP produces a broad spectrum of specialty
chemicals, which have a wide range of applications in such markets as phar-
maceuticals, hair and skin care, plastics, agricultural, coatings and adhesives.
The Company's products, while olten representing a relatively smalt portion ol
customers’ production costs, generally constitute key ingredients in the end
products in which they are nsed. The business is characterized by an emphasis
on technology, research and development, markedng and customer service,
The Company believes it has been able (o sustain its market share positions for
its specialty chemicals by establishing and maintaining long-term relationships
with i1s customers and working doscly with them o develop chemicals
tailored 1o their specilic needs.

ISP's Mineral Products business manufactures ceramic-coated colored root-
ing granules, which are produced from rock deposits thar are mined and
crushed at the Company’s three quarries and colored using a proprietary ceram-
ic-coating process. The Company's products are sold primarily to the North
American roofling industry for use in the manufacture of asphalt roofing
shingles, for which they provide weather resistance, decorative coloring and
heat detflection.

The Company manulactures filter products, consisting of pressure fitter
vessels, [ter bags and [Her systems designed [or the treatment of process
liquids primarily in the paint, automotive, chemical, pharmaceutical, petrole-
um and lood and beverage industrics,

[SP’s stock is traded on the New York Stock Exchange under the
symbot “1§P.”
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MF ] N A U -SSR - Y B OE B ML E G T 8 Thousands exeept pershare amourts)

2 FERATINDGB B AT A

NET SALES $ 749,208 $ 716,481
GROSS PROET 312,328 297,560
GROSS MARSIN 41.7% 41.5%
NONRECURFING CHARGES - -
OPERATING INCOME 141,304 136,024
BE’EHATING INCJCJME.\rexdr:dr'm ROFITeru e Carges) 141,304 136,024
EBITOAY fexchuding nonsecring darges 236,617 206,440
NET INCOME 54,005 53,933
NET"I—NCCJME r’exc.’ud.a'n_q naItreCUHTEING Charges) 54,005 53,933
EARNINGS RPEM COMMON SHARE DATA:

WEEIC—}M:I:ES AVERAGE SHARES - DILUTER 53,833 53.83%
EARNINGS PEFR SHARE - DILUTED | 5L.00 SL.00
EAF?NENéng'EH SHARE - DILUTED $1.00 $1.00

fexctudisg passecrring charges s

1) ERITOA repessants sarnings before income texmey, incrosssd by e

T ExpEnEn, ceprasiation and goochedll armortization,

G-I_EPA0010641



r

(teft)
Samurt T Hirvsman
Chafraran of the Board

(rightl

Prroew R, Heinze
Presidentt amd

Chief Gperating Officer

- Bliow Sharsholders:

TR vias s disappuointing vear in terms of TSP
Hinancial pertormance. with camings falling short of
the double-digin growth rates we have become
accustomed o expect. Resu s were affected by
deteriorating coonomic conditions in the Asia-Pacific
region, generally flar pricing for the Company’s
products as a result of the detlationary environment
around the wuorld, and severe competitive conditions

in the merchant marker for hutanediol.

1888 Finsncisl Resuwics

For the [2-month period cnded December 31,
[998, excluding several one-time charges, net
income was $64.1 million ($1.05 per diluted share),
compared with $£34.0 million ($1.00 per diluted
share} reported in 1997, Operating income lor
1998, excluding the one-time charges, was $155.6
miilion compared with $141,3 million in 1997,
One-time charges totaling $85.8 million were 1aken
in the third and fourth quarters of the year, which
charges include $70 million related o the

and Chief Executive Officor

write-down of assels assoctated with the Company’s
merchant butanediol business, $12.8 rmillion in
connection with the merger of the Company with its
parent campany, 18P Holdings e, and $3 million
for the restructuring of 1SP% Buropean operations,
Operating income and net income, after these
charges, were $69.8 million and $4.8 million
(8 conts per diluted share), respectively.

Company sales in 1998 were $823.9 million
compared with $749.2 million in 1997 {up 10%),
with the increase principally the result of the acqui-
sition of both the remaining 50% interest in ISP’
joint venture in Germany, GAF-Hils Chemie Ginbll
{"¢:hC7), as well as a line chemicals production facit-
ity in Freetown, Massachiusetts. The growth in rev-
enues also reflected increased sales in Europe and
the United States, partially offset by lower sales in
Asta due 1o the economie difficultes in that region, |

Operating income in both 1998 and 1997 wa.sé
reduced by noncash charges of $23.5 million and
$21.7 million, respectively, resulting from goodwill
amortization ($15.0 million in 1998 and 5]3.2;
millien in 1997} and stepped-up depreciation (8.5
million int both periods), assoclated with predecessor
company transactions,  Without these mmcashé
charges and excluding the 1998 one-time charges,
operating income for 1998 and 1997 would
have been $179.1 million and $163.0 milliurl,é
respectively.

Given the magnitude of the Company’s non-
cash charges, which are strictly historical in origin,
and the fact that ISP's book carnings substantially
understate the frue cash carnings power of l'ht.‘é
Company, we helieve that 1SP's results, without
adjustment lor these accounting charges, are a inore
accurate reflection of the Company's perfor-
mance. Excluding both these noncash charges and
all the one-time charges, pro forma net income in
1998 was $79.2 million ($1.29 per share) compared
with $66.5 million ($1.23 per share] in 1997
Another helpful measure of performance, which
similarly excludes these noncash and other one-

time charges is EBITDA, represcrting profit belore
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LETTER TO SHAREHOLDERS

taxes, increased by interest expense, Jdepreciation,
and goodwill amortization, which was 82509 million
in 1998 compared with $236.6 million in 1997,

Significant Davelopments

ISP achieved this past year a host ol awom-
plishments, which included:
(i) a higher than normal number of new product
introductions;
(ii} the largest capital investment program in any
one year in the history of the Company, involving
maore than $80 million, consisting for the most part
ol profit-bearing projects involving capacity expan-
sions, process improvements, and a major upgrade
of the Company’s management information
SYS1Ems;
tiiiy further progress in connection with ISP
ongeing  reengineering effort, resulting in a sub-
stantial reduction In the Company's manufacturing
conversion costs;
(ivi continued aggressive cost reduction cftorts
throughout the Company., which resulted in
the consolidation and closing of a number of
European offices and Company-wide licad count
reductions;
{v) completion of the installation of a $25 million
Enterprise Resources Planning system, involving a
complete upgrade of the Company's MIS system,
which will enable ISP to improve customer service
and effectuate further cost savings; and
(vi) revisions to ISPs executive compensation
program to place greater emphasis on performance-
based lactors and less on salary.

Developments worthy of special mention are as

follows:

{1} Restructuring of ISP’s Butanediol
Manufacturing Capacity
In light ol anticipated increased competition in
the butanediol market, ISP moved last year to
restructuire its butanediol production capacity with a

view to substantially improving its cost position:

tan CLhe Corppans lise aopavee fast Tuoe the
Tennning 0T terest Wi nint sentirg witl:
Hitls AG, G, whose primar assel is o low-cns]
butanedial and THE manuaciurmg facility focated
in Marl, Gennanys As part af 1he fransaction, 159
acquired Hils” mmadern production Taciliy that stp-
plies GIC with its primary raw material, acerylene,
The acquisition assures that ISP will have access 1o
low-cost butanediol Tor both the merchant wmarket
and for the production of its downstream polymers;
and

(b} The Company decided last December, primarily
as a result of the Ghe acquisition, to close its
butanediol production oanit in Calvert  City,
Kentucky.,  wWhile the wrilc-down of the assets
entailed a one-time accounting charge of $70 mil-
lion, the actual cash cost related Lo the shutdown is
expecied 10 be less than $10 milfion,

As a result of these initiatives, the Company
has now substantialty improved its cost position
with respea fo the manufacture of bulanediol,
while maintaining a level of production capacity

roughly comparable 1o that of belore,

(2) Continued Growth of ISP's Fine Chemicals

Business

ISP's Fine Chemicals business, which comprises
a world-class FDA-approved facility in Columbus,
Ohio, and a newly acquired fine chemicals manu-
facturing facility in Freetown, Massachusertts,
continued in 1998 to demonstrate exceptional
growth. The Columbus business, which specializes
in the production of chiral compounds for the phar-
maceutical market and has enabled the Company to
become a leading innovator in large scale, cold
cGMP

condittons, registered a fifth consecutive year of

temperature  manufacturing  under
double-digit sales and income growth. ISP’y capa-
bilities have been recognized by a number of the
world's leading pharmaceutical companies, who
have cntered development agreements with ISE
thereby helping o position the business for

continued strong growlh.
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In Febroary 1998, ISP completed the acquisition
of Polarald Corporation’s Freetown, Massactwsetts lie
chemicals manulaciuring facility.  The facility pos-
sesses large scale, multi-purpose reactor systems (lat
are well suited for fine chemicals manulactoriong and
includes a versatile, first class pilor plant. I8P plans
1o develop ¢GMP capabilities at the site, which will
cnable 1 to offer custom manulacturing services
there as well. The Polaroid transaction inclided @
multi-year supply agreesment in which ISP will sup-
ply Polaroid with the polymers and imaging dyes
manulactired ac the fadlity for use in Polaroids
instant {ilm business.  Finally, not only does the
facility provide [SP with addidonal custom manulac-
turing capability tor third parties, but the Comparny
is in the process of utilizing some of the capacity al
the Frectown facility for certain of its own current

specialry chemicals produca lines,

(3) ISFs Operating Priorities

This past year, management underscored the
Company's key operating priorites in order o
ensure that every emplovee remains focused on 1SPS

profitable growth. These priorities are:

{a) Grow I8Ps businesses by cstablishing

custonmer partnerships

The Company has developed a number of
strang partnerships with well-known  consumer
product and phanmaceutical companies. These part-
nerships bave resulted in the recent developiment of
new products, such as the blo-adhesive resin used in
the Chesebrough-Pond's pore strip ladal vleansing
products and dye transfer inhibidon polymers for
wisk® and other laundry detergents.  Moreover,
these relationships have not anly been instrumental
in securing proprictary positions for 1he next gener-
atiorr of these and other products, but so also these
custerer parinerships have enabled ISP 10 reduce
costs by better controlling its manufacturing and
supply chain processes.

[SP contiimies o believe that strong customer

partnerships are oritical 1o its Tuture success and

wishes o pursue and develop further relationships,
which can be expected to lead 1o long-term. supply
arrangements through  multi-generation product
development participation. Throughowt the discus-
sion ol cach of the Company's business segtnents in
this Anuual Report, we have highlighted some of
15P recent ellorts 1o establish and capitalize on

these customer partnerships.

(by Become a leader in our chosen markets

through innovation

The Company continues to develop new
and innovative products not only to meet the needs
ol s existing customers, but also to enter new
markets. New products such as Pronpn® 141, a gel
systom that offers Tormulators long-term toistur-
ization and excetlent stability properties for skin
vare products, enable ISP 1o maintain a leadership
position in the personal care ingredients markets,
while products such as the Company's gas hydrate
inhibiter (GHI) polymer systems offer new, low-cost
customer solutions in relatively new markets for

ISE such as natural gas production,

{cy Achieve operational excellence in every facet
of ISP's business

The Company continues 1o take steps o
achieve operational excellence in all aspects of s
business. We believe that remaining a world-class
Company cart only be accomplished through a con-
tinued enphasis on improving tSPy competitive
manuofacturing position, improving the etficiency ol
its business provesses, and increasing the productiv-
ity ol its people.

In addition to taking the steps ouflined earlier
relaiive to restructuring its butanediol manulacuar-
ing assets, 18P completed last year a two-year, %25
million capital investment project involving the
upgrade of the Company’s management informa-
tion systenn.  This enterprise-wide system was
implernented with a view toward developing the
muost efficient processes for customer support, qual-

ity imeasurement, and inventory management. The
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implementation of this new global information
system will further enable the Company to reduce its
operating costs through (he increased productivity of

ts people.

ISP's Recapitalization, Stock Price
and Shars Repurchase Program

ISPs Board of Directors is of the view thal
management's dominant holding in the Company’s
shares, and the resulting limited public floar, has
been the primary reason its stock continues to {rade
ar a subsiantial discount to specialty chemicals
industry averages,

In order (o address this concern, on July 15,
1998, the Company impleniented a nmerger of [SP
with ISP Holdings Inc., which had the offect of redue-
ing management’s ownership interest from 84% 1o
78% and, more importanily. climinating the require-
munt for the parent company Lo own more than §09%
of 187 siock 1o avold adverse lax conseguences —
thus freeing up ISP to issue additional equity and
thereby increase liquidity,

Unfortunately, shortly after completion of the
merger, the cntire market for specially chemicals
stocks, including ISP, experienced a very substantial
correction which has continued to this day, dropping
by more than 40%, As a result, it is no Jonger practi-
cable 10 issue additional ISP stock at currently
depressed prices, although the Company is in a
position o do so when ISP's market price returns to
a more reasonable level.

In the meantime, with ISP stock trading as of
this writing ar about $7 per share, less than 7 timwes
last year’s earnings {excluding nonrecurring
charges), ISP's Board approved, on March 24, 1999,
the open market purchase of an additional 1.5 mil-
lion shares of the Company's stock. wWhile the shares
to be repurchased will be held for gencral corporare
purposes, the program represents an expression by
our Board of its confidence in the future ol our
Company and so also its beliet that our shares remain

undervalued in the market.

Prospects for 1988

Having lallen short of our expectations in 1998,
and given the Tact that some ol the macroeconomic
factors, as well as industry conditions, that alfected
1998 performance are expecled 1o be present in
1999, we are Laking a cautious stance with respect o
the current year, We are conlident, however, that
we are following the right course. including the mak-
ing of patient investiments in our businesses so as to
cnsure the long-term health and growth of our

Company.

Acknowladgements

We wish (o express our appreciation (0 our cus-
tomers, supplicrs, the Campany’s Board of Directors,
cmployees, and ouiside professionals Tor their contri-
butions 1o the success of our common endeavor,

we [ook forward to a successful 1999 and a year

of continued accomplishment.

Sincerely,
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SP's specialty chemicals serve as critical ingredients
in the formulation of many well-known hair care,
The

Company's products provide performance-enhane-

skin care, toiletry and cosmetic producs.

ing propertics that enable its customers to olfer high
value-added products 1o ever-changing compelitive markets.
Strong customer relationships and innovative product devel-
opment allow ISP to offer one of the widest ranges of person-
al care ingredients available from a single supplier.

I5P's skint care ingredients include sunscreen aclives,
walerprooling agents, preservatives, cmollients, emulsifiers
and bio-adhesives, The Escauol® family ol ultraviolet absorp-
tiort products serves as the primary active mgredient in many
of today's sunscreens and increasingly finds application in
other cosmetic products, such as lipsticks, facial creams and
Iotions. The Company's Ceraptvr® line of
emollients provides a varicty of popular skin
and deansing products with their softening
and motsturizing characteristics, ISP produces
a growing number of specialty prescrvatives
for both skin and hair care applications,
including GermalL® Prus, a patertied product
that offers broad spectrium anti-microbial
activity, and Surtocnn® A, a preservative gen-
e enongh for irdfant care producs.

[SP's hair care ingredients, which
the
PVP/VA families of products, are specially

include Ganrtrnz®, GaArQuarT®,  and
developed fixative resing which impart hold
1o hairsprays, mousses, and gels, In addi-
tion, the Company cantinues o develop
products that enable tormulators 1o meet
the government-mandated reduction of
volatile organic compounds (VOCs} in hair-
sprays, while maintaining  high-perfor-

mance characteristics,

INNOYATION

The Company continucs to introduce
new and innovative products for diverse
applications. Two new hairspray resins,
AQUAFLEX™FX-64 and ALuanz™ LT-120, were
introduced this past year for the emerging
55% VOO
unigue in that they are also effective in $0%

market.  These products arc

and higher VOC formulations. The Aranz™
LT- 120 product is the result of a development

program of the strategic alliance between ISP and the Rohim
and Haay Comparny.

Other mew products introduced in 1998 include
Escaron® T, a patented systent of organic and inorganic ulira-
viulet absorption ingredients that provides superior protection
1o sunscreen formulations, and Liguwy GLRman? Pus, a
highly etective cosmetic preservative in a new casy-to-use
liquid form. ISP customers utilize these producs in existing
applivations as well as in new markets, such as ethnic skin

and hair care products and emulsifier-free skin care products,

CUSTOMER PARTNERSHIPS

Consistent with Uis customer-focused strategy, 1SP con-
tinued 1o strengthen its relationships with key castomers (his
past year by creaiing a number of custemer-specilic, crass-
[unctional teams whose objectives were 1o bet-
ter understand and support thar custoner’s
needs. These teams dermonstrated thelr eflece-
tiveriess by introducing several new products
and developing a number of new applications
that addressed key customers” performance
requirements. The formulation of a Gawnrrez”
polymer in Chesebrough-Pond's new Clear
Pore” Strips is an example of a successtul appli-
cationt development program that emerged
from an ISP cusiomer partnetship. Through a
functionally integrated new product develop-
ntent teant, which included members ol
research and  development, manulacruring
and marketing from haoth 18P and the cus-
toimer's organization, 18P was able 10 mect
sharply higher than expected start-up demand
for the product so as 1o allow the customoer 1o

achicve a smooth new product introduction.

FINANCIAL PERFORMANCE

The Personal Care business segntent
rematned a key contributor w ISPs profe
itability, representing 23% ol total revenues
and 22% of total operating profit belore one-
time charges. Personal Care revenues far
1998 were $189.4 million, roughly flar with
$187.4 million. Unit

volunie increases were ollset by continued

1997 revenues of

price pressure in sunscreens and slower
business in Asia, resulling in operating
income in 1998 of $34.7 million,
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SP's performance enhancing products for the phar-
maceutical, agricultural and heverage markets pro-
vide 4 substantial nummber of end-use products with
their superior properties while at the same time
cnabling these products fo meet increasingly strict

regulatory requirements. In the pharmaceutical market,
15P's products serve as key ingredients in hoth liquid and
solid prescription and over-the-counter drugs, antiseptics,
toothpasies, denture adhesives and other oral care prepara-
tions. [8P is a leading producer of inert ingredients for the
agricultural industry where the Company's solvents and
polymers are used in the formulation of safer and more
effective ¢rop protection produces. And finally, with regard
to the beverage market, the Company's spedialty products
assure the clarity and stability, while also extending the

shelf life, of beer, wine, and fruit juices,

INNOVATION

This past year, ISP's PHARMASOIVE®, a
that
improves the swability and bio-availability

pharmaceutical-grade solvent

of pharmaceutical compounds that are dif-
ficult to put into solution, received FDA
approval for use in treating periodontal
disease. A key customer plans ta Jaunch a
new product utllizing PuArRmasolve® for
this application. Another new product
developed this past year and formulated
specifically for beer, PorveLar® PLus 730, an
extension of ISP's PorvcrLar® family of bev-
erage additives, is a dual-acting stabilizer
that offers a highly effective method for the
prevention of chill haze. The product is
designed to take advantage of the synergies
between two glebally recognized process-
ing aids, previding customer improved per-
formance, longer shelf life and additive-
free  labeling. ISP also  introduced
MicrorLrx-1™, a patented. water-based
microemulsion that replaces traditional
solvents and more effectively disperses the
active agricultural ingredient for easter
application and improved environmental

safety.

CUSTOMER PARTNERSHIPS
Pharmaceutical  and  agricultural
chemical companies typically have longer

new product development cycles than

companies in other industries because of the exfensive
regulatory approvals required prior to market introduc-
tion. These companies rely on 18P as a partner in their
development cycle, enabling them to expedite the process
while developing tormulations that meet ever mare strin-
gent marker and regulatory demands,

Last year, 15P established new parmerships with a
number of key customers. Highly focused, multifunction-
al teams with representatives from ISP and its customers
are identifying opporiunities for improvements in both
new and existing products. For example, after an
cxchange of proprictary technology with a major
customer, one team’s efforts recently resulted in ISP
developing for this customer a new copolymer to be
incorporated into their anti-bacterial product planned for
release in 1999,

CPERATIONAL EXCELLENEE

its Beverage and
1998 10
better focus on these two key markets. In
addition, a new Global Beverage Scrvices

ISP restructured
Pharmaceutical sales forces in

Group was esiablished last year with the
capability to provide complete customer ser-
vice, Highly specialized ISP scientists and
brew-masters, using advanced analytical
techniques to optimize stabilization regimes,
now provide in-depth technical service any-
where in the world. 1SP's ability to work
inside the brewery directly with the cus-
tomer is expected to bolster sales, particular-
ly in emerging Asian and Latin American
markets. Similarly, ISPs Pharmaceutical
sales force 1s currently identifying new
opportunities for ISP's excipients in several
rapidly developing markets,

FINANCIAL PERFORMANCE

The Pharmaceutical, Agricultural and
Beverage business segment, representing
26% of ISI"s 1998 sales, recorded revenues
of $210.6 million, roughly flat with 1997
revenues of $208.4 million. Improved pric-
ing and increased unit volumes in arcas
other than Asia were largely offset by lower
sales in that region of the world. Operating
ncome was $45.8 million in 1998 com-
pared with $46.6 million in 1997,
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SPs Performance Chemicals business manutactures
acetylene-based polymers, vinyl cthers, and
advanced materiats for specialty industirial applica-
tions. These performance polymers are used in a

wide range of applications, such as detergents, coat-
ings, adhesives, imaging, elecironics and metalworking,

ISP’ Fine Chemicals business manufactures a varicty
of highly specialized products sold to the pharmaceutical,
biotechnology, agricultural and imaging markets. In addi-
tion, the business offers custom manufacturing services at
both its Columbus, Ohio and Freetown, Massachusetts
facilities, 18P Columbus facility specializes in the produe-
tion of chiral compounds for the pharmaceuwtical market,
and by virtue of its recently expanded cryogenic manufac-
turing capability, ISP continues 10 be a leading innovator in
large scale, cold temperawure manufacturing under ¢GMP
conditions. [n addition to custom manu-
factured pharmaceutical products, [SP's
frectown {acility, acquired last year from
Polareid Corporation, is also well suited for
the large-scale manufacturing of fine
chemical products requiring state-of-the-
art precision. Pursuant to a multi-year sup-
ply agreement, this facility alse produces
imaging chemicals and polymers for
Polaroid’s instant film producs.

ISP's Industrial business manufactures
interniediate and solvent products includ-
ing butanediol, tetrahydrofuran (THF),
N-inethyl pyrrolidone  (M-Pyrol*},
Y-Butyrolactone (BLO¥), and N-vinyl
pyrrolidone (V-Pyror®), These products
serve as intermediates for ISP’ downstream
polymers business, including products sold
by [ISP's Hair Care, Pharmacentical,
Agricultural, Beverage and Performance
Chemticals businesses, and are sold in the
merchant market for use in the manufac-
ture of such diverse products as engineered
plastics, [ubricating oil, electronic compo-
nents, eaning and coatings formulations.
In addition, the Company offers a family of

environmentally friendly products that replace chlorinated
and other volatile solvents lor use in cleaning, stripping

and degreasing applications.

INNOVATIDN

Last year, ISP Performance Chemicals husiness com-
mercialized a number of new products in severai markets,
In e pilficld chemicals market, ISP entered into a joint
development program with a major oil producer for the
continued development of ISP's gas hydrate inhibitor
{GHI) polymer systerns for oilfield applications. These GHI
polymer systems prevent the huild-up of ice crystals in gas
processing lines, thereby reducing the cost of operating a
natural gas processing facility. One of ISP's GH1 polymer
systems has recently been qualified in two North Sca oil-
liclds, while two other programs are underway to develop
GITI polymer systerns for Latin America and
the Gulf Coast.

CUSTOMER PARTNERSHIPS

1SP% Performance Chemicals husiness
was actively involved this past year, in
conjunction with several major customers, in
the development of the next generation of
specialty polymers for the high growth, con-
surmner detergent market. ISP offers unigue
polymers that provide detergents with their
color-safe properties. 18P complewed the
development of its new CHrROMABOND™
polymer, an innovative dye transfer inhibitor
for color-safe laundry detergent brands, (o
complement its market-leading polyvinyl
pyrrolidone based (PVP} line of dye transler
inhibitors. Because of s higher efficacy at
lower usage levels, CiiromaBoND™ is a very
cost-effective system for complexing fugitive
dyes and preventing re-deposition during
the wash cycle of mixed color fabrics,
CuromaBonn'™ was developed in partnership
with a leading household detergent company
and will Dbe formulated inte a major
European brand in 1999,
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1SP’s Fing Chemicals business has entered into a num-
ber of development and mamudacturing programs with
several major pharmaceutical companies Tor the develop-
ment and manulacture ol proprietary pharmaceutical
intermediates. As these products come to marker, they are
expected 1o significantly  contribite o the continued

growth of the Fine Chemicals business.

OPERATIONAL EXCELLENCE

15P's [ndustrial business undertook two initiatives this
past year which have resulted in reducing the Company's
manufacturing cost for butanediol, while assuring its long-
term supply of this critical raw material;

(1} The Company purchased the remnaining 50% of
GAP-Hills Chemie Gmbil (GhC), its joint venture with
Hiils AG, effective April 1, 1998,
modern, state-of-the-art manufacturing factlity thai

GhC consists of a

primarily produces butanediol and tctrahydrofuran,
As part of the transaction, the Company also acquired
the fully dedicated, modern production facility that
provides the Marl, Germany, plant with its primary
raw material, acetylene; and

(2} It Decernber 1998, 1SF announced thar it would close its
butanediol produciion unit in Calvert City, Kentucky, and
replace that plant's butanediol requirements with lower cost
matcrial produced at GhC.

The acquisition of the remaining 30% interest in Gh's
butanedial capadity, combined with the shut down of ihe
Calvert City butanediol assets, has allowed the Company to
achieve a meaningful reduction in the average unit cost of
butanediol when compared with 1997, This lower cost posi-
tion enables [SP to more offectively compete in global markets
for butanediol, while reducing the manmufacturing cost of its

downsiream polymers.

FINANCIAL PERFORMANCE

Revenues for the Perlormance Chemicals, Fine
Chemicals and Industrial business segrent, tepresenting
35% of total 18P revenues, increased 26% to $290.1 mil-
lion in 1998, principally as a result of strong growth in the
Fine Chemicals husiness and the acquisition of the remain-
ing 30% of GhC. Operating profit for the year, before a
oneg-time charge ol $70 million for the write-down of the
Campany’s butancdiol production asserts, was $54.7

million, compared with $31.9 million in 1997.

15P'e facility in Marl, Germany
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SP's Mineral Products husiness seg-
ment manufactures ceramic-coated
colored granules sold 1o the roofing
indusiry., These granules greatly

. improve the weather resistance and
aesthetic appeal of both standard and premi-
um-grade asphalt reofing shingles. 18P
cstablished reputarion for excellent service
and praduct quality, combtned witl contin-
uing research and development efforrs 1o
tmprove the performance characteristics of
the Company's products, solidities ISP's
position as a leading supplier to the North
American asphalt roofing shingle market,
ISP wiilizes a proprictary ceramic-coat-
ing process to color its rooling granules,
which are produced from unigue rock
deposits that are mined and crushed a1 the
Company’s three quarries. A recent research

and development programm led to the
introduction of a new line of algac-resis-
tant granules suitable for humid or shaded
environmenis. These durable, ceramic-
covered minerals provide the beauty and
protection needed 1o assure lasting perfor-

mance and homeewner peace-of-mind.

FINANCIAL PERFORMANCE

ISP Mineral Products business seg-
ment, which represented 11.5% of the
Company’s total revenues in 1998, report-
ed revenues of §94.5 million, an increase
of 14% over 1997 revenues of $83.1 mil-
lion. Operating income inereased 20%
to $20.5 million, compared with $17.0
million reported in 1997, Mineral
Products  divested its Tennis  Court
Materials business in September 1998,
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SP manufactures a complete line ol filker systemy operation provides a stronger, more consistent weld scant in

for use in the macroscopic filtration of process the Tilter bag which allows the bag to it more elfectively in

liquids.  Serving primarily the
chemical, paint, automeotive, phar-

. maceutical, petroleum, municvipal
waler. and food and beverage industries, 18P
is & leading global supplier of pressure-rated
bag [liltration equipment.  The Company's
product line includes standard and custom
filter vessels. tilter bags and accessories.

INNOYATION
The Company has long been an innova-

tor in the industry and remains the marker
leader in Eurepe, Latin America, Japan and

Australia.  Recent innovations include 1he
development  of  the  AccuGAF™  and
PROGAF™ filter bags Tor use in specilic
pharmaceutical and Tood and beverage
applications. Bach of these products iy
designed 1o accommodate higher flow rates
while achieving better liltraton effidiencies
than equivalently-rated cartridges, Both are
constructed using the new  Un-Wrint
process, This unique, single-siep welding

the filer vessel and protects the bag from
failing due to process disruptions.

ISP operates manufacturing, market-
ing and sales locations worldwide, In addi-
tion, a research and development labora-
tury located in Sirt-Niklaas, Belginm, sup-
ports the glabal sales Toree and associated
custamer and (echnical service represen-
tatives. This network of application devel-
oprent specialists allows ISP o comninue
1o focus on developing high value-added

applications {or key customers.

FENANCIAL PERFORMANCE

ISP’ Filter Products revenues, which
represented 5% ol the Company’s total
revenues, were $39.3 million in 1998,
down from $40.3 million in 1997,
Operating income in 1998 was $3.60
millivn, Hat with 1997 operating income.
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PART 1

Item 1. Business

General

International Specialty Products Inc. (formerly ISP Holdings Inc.) (“ISP”") is a leading multinational
manufacturer of specialty chemicals, mineral products and filter products.

We operate our business exclusively through our direct and indirect subsidiaries, including ISP Opco
Holdings Inc., ISP Chemicals Inc., ISP Technologies Inc., ISP Van Dyk Inc., ISP Fine Chemicals Inc. and
ISP Freetown Fine Chemicals Inc. We were incorporated in Delaware in 1996,

On July 15, 1998, International Specialty Products Inc. (*‘Old ISP’") merged with and infc our company
(then known as ISP Holdings Inc. (‘‘ISP Holdings™)). In connection with the merger, each share of common
stock of Old ISP (other than those held by ISP Holdings) was automatically converted into one share of
common stock of the surviving corporation, substantially all of the assets and liabilities of Old ISP were
transferred to our subsidiary, ISP Opco Holdings Inc., and we changed our name to International Specialty
Products Inc. Approximately 76% of our outstanding common stock is owned beneficially (as defined in
Rule 13d-3 of the Securities Exchange Act of 1934) by Samuel J. Heyman, our Chairman of the Board of
Directors and Chief Executive Officer.

Prior to January 1, 1997, ISP Holdings was a wholly-owned subsidiary of GAF Corporation. On
January 1, 1997, GAF effected a series of transactions involving its subsidiaries that resulted in, among other
things, the capital stock of ISP Holdings being distributed to the stockholders of GAF. As a result of this
distribution, we are no longer a subsidiary of GAF, and the assets and liabilities of other wholly-owned
subsidiaries of GAF, including G-I Holdings Inc., Building Materials Corporation of America, U.S. Intec, Inc.
and GAF Fiberglass Corporation, are ne longer included in our assets and Habilities.

The address and telephone number of our principal executive offices are 818 Washington Street,
Wilmington, Delaware 19801, (302) 428-0847,

Finaneial information concerning our industry segments and foreign and domestic operations required by
Item 1 is included in Notes 13 and 14 to Consolidated Financial Statements contained in this Annual Report
on Form 10-K.

Specialty Chemicals

Products and Markets. We manufacture a broad spectrum of specialty chemicals having numerous
applications in consumer and industrial products. We use proprietary technology to convert various raw
materials, through a chain of one or more processing steps, into increasingly complex and higher value-added
specialty chemicals specifically developed to meet customer requirements.

Our specialty chemicals business is organized based upon the markets for our products. Accordingly, we
manage our specialty chemicals in the following three business segments:

= Personal Care—whose products are sold to the skin care and hair care markets;

+ Pharmaceutical, Agricultural and Beverage—whose products are sold to these three government-
regulated industries; and

» Performance Chemicals, Fine Chemicals and Industrial—whose products are sold to numerous
consurner and industrial markets.

For the year ended December 31, 1998, sales of specialty chemicals represented approximately 8§4% of
our revenues, Most of our specialty chemical products fall within the following categories:

» vinyl ether monomers—includes several products for use in specialty and radiation-cured coatings.
Our vinyl ether monomers are marketed by our Performance Chemicals group of our Performance
Chemicals, Fine Chemicals and Industrial business segment.

\
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o vinyl ether copolymers—includes our GanTrEZ® line of products. These products serve as a
bioadhesive resin in such consumer products as tartar-control toothpaste, denture adhesives and
facial pore strips. Vinyl ether copolymers are marketed by the Personal Care and Pharmaceutical,

Agricultural and Beverage business segments.

« polyvinyl pyrrolidone {PVP} polymers and copolymers—represents our largest product group.
These polymers and copolymers are marketed by all of our business segments. Our PLASDONE®,
PoLycLAR® and Garquat® product lines, which are used as tablet binders, beverage clarifiers and
hair fixative resins, respectively, are included in this group.

intermediates—includes butanediol, butenediol, butynediol and propargyl alcohol for use in
numerous industrial applications. Intermediates are marketed by our Performance Chemicals, Fine
Chemicals and Industrial business segment. Our largest selling intermediate product is butanediol,
which is utilized by industrial companies to manufacture spandex fibers and polybutylene
terephthalate (PBT) plastics for use in automobiles.

+ solvents—includes our M-PyroL® brand of N-methyl pyrrolidone (NMP), for use in metal
degreasing and paint stripping, BLO® brand of gamma-butyrolactone, for use by electronics
companies in the manufacture of semiconductors and micro-processing chips, and tetrahydrofuran
(THF), which is used in the manufacture and installation of PVC pipe. Solvents are also marketed
by our Performance Chemicals, Fine Chemicals and Industrial business segment.

The balance of our specialty chemical products include fine chemicals, sunscreens, preservatives,
emcllients and advanced materials. These products are marketed by all of our business segments,

Personal Care. Our Perscnal Care business segment markets numerous specialty chemicals that serve
as critical ingredients in the formulation of many well-known skin care, hair care, toiletry and cosmetic
products.

Our skin care ingredients include:
» ultraviolet (UV) light absorbing chemicals, which serve as sunscreens;
» emollients, which provide skin sofness;
» moisturizers, which enhance the skin's water balance;

» waterproofing agents, which enhance the performance of eye-liners and sunscreens in wet
environments; and

» preservatives, which extend the shelf life of aqueous-based cosmetic formulations by preventing
the growth of harmful bacteria,

Our EscaLoL® sunscreen actives serve as the primary active ingredient in many of the most popular
sunscreens today and increasingly find applications in many other products such as lipsticks and facial
creams. Our CEraPRYL® line of emollients and moisturizers provides a variety of popular bath products with
their softening and moisturizing characteristics. We produce a growing number of specialty preservatives,
including GeRMALL® PLUS, a patented product that offers broad-spectrum anti-microbial activity, and
Suttocme® A, a preservative gentle enough for infant care products.

Our hair care ingredients, marketed under the GaNTREZ®, GAFQUAT® and PVP/VA family of products,
include a number of specially formulated fixative resins which provide hairsprays, mousses and gels with
their holding power, as well as thickeners and stabilizers for shampoos and conditioners, Utilizing our
combined expertise in hair care and sunscreen applications, we recently developed the world’s first high
performance hair protectant, EscaLoL® HP-610, to prevent sun damage to hair.

Pharmaceutical, Agricultural and Beverage. Our specialty chemicals for the Pharmaceutical,
Agricultural and Beverage markets provide a number of end-use products with their unique properties, while
enabling these products to meet increasingly strict regulatory requirements,

2
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In the pharmaceutical market, our specialty chemicals serve as key ingredients in the following types of
products:

prescription and over-the-counter tablets;

« injectable prescription drugs and serums;

cough syrups;

» antiseptics;

« toothpastes; and

« denture adhesives.

Our PLASDONE® and PoLYPLASDONE® polymers for tablet binders and tablet disintegrants are established
excipients for use in the production of wet granulated tablets, and our GanTrEZ® bicadhesive polymers serve
as critical ingredients in denture adhesives and tartar control toothpastes.

We believe that we are a leading producer of inert ingredients for the agricultural industry, where our
solvents and polymers are used for the formulation of safer and more effective crop treatment products. For
example, our AGRIMER® line of specialty polymers are EPA-approved inert ingredients which are used in
seed-coating, crop dusting products and as binders and disintegrants for a variety of pesticide tablets, pellets
and granules.

Our specialty polymers, marketed under the PoLYCLAR® trade name, serve the beverage market by
assuring the clarity and extending the shelf life of beer, wine and fruit juices.

Performance Chemicals, Fine Chemicals and Industrigl. Our Performance Chemicals business includes
acetylene-based polymers, vinyl ether monomers and advanced materials for industrial applications. Our
acetylene-based chemistry produces a number of performance polymers for use in a wide range of industrial
markets including:

» coatings;

» adhesives;

« imaging;

+ detergents;

« electronics; and
« metalworking.

Our advanced materials consist of high-purity carbonyl iron powders, sold under the MicropowDER®
name, for use in the acrospace, defense, electronics and powder metallurgy industries.

Our Fine Chemicals business focuses on the production of a variety of highly specialized products sold
to the pharmaceutical, biotechnology, agricultural and imaging markets. We also offer custom manufacturing
services for these industries,

We manufacture a broad range of fine chemicals under U.S. FDA current good manufacturing practices
(cGMP) at our Columbus, Ohio facility. These fine chemicals include:

» bulk pharmaceuticals, such as flunixin meglumine, a veterinary drug, and mitotane, a cancer
treatment drug;

« pharmaceutical intermediates, manufactured under contract for well-known pharmaceutical
companies whose end products treat heart and kidney diseases, viral infections, and lower
cholesterol; and

« pheromones, for use in insect population measurement and control.

3
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We expanded our presence in the fine chemicals market in February 1998 with the acquisition of a
manufacturing facility in Freetown, Massachusetts from Polaroid Corporation. We currently plan to expa.nfi
the production capability at this facility to include the manufacture of certain specialty chemical product lines
for our Personal Care business segment and to offer custom manufacturing capability to the pharmaceutical,
biotechnology, agricultural and chemical process industries. As part of the acquisition, we entered into a
multi-year agreement to supply the imaging dyes and polymers used by Polaroid in its instant film business.

In our Industrial business, we market several intermediate and solvent products, such as butanediol,
tetrahydrofuran (THF) and N-methyl pyrrolidone (NMP), for use in a variety of industries, including:

» high performance plastics;

« lubricating oil and chemical processing;
« electronics cleaning; and

+ coatings.

In addition, we offer a family of environmentally friendly products that can replace chlorinated and other
volatile solvents for a variety of industrial uses, including cleaning, stripping and degreasing.

Effective April 1, 1998, we acquired the remaining 50% interest in GAF-Hiils Chemie GmbH (*‘GhC"’),
our joint venture with a subsidiary of Hiils AG, that is based in Marl, Germany. As part of the transaction,
we also acquired from Hiils the fully-dedicated, modern production facility that provides GhC with its
primary raw material, acetylene. We believe that the production costs for butanediol and THF at GhC are
among the most competitive in the industry. We believe that this acquisition will contribute significantly
toward our goal of continued future access to a low-cost supply of butanediol.

Based on a review of our entire butanedicl manufacturing network, which includes the Texas City,
Texas; Calvert City, Kentucky; and Marl, Germany plants, we announced in January 1999 that we intend to
shut down the production unit for butanediol at our Calvert City plant.

Marketing and Sales. 'We market our specialty chemicals using a worldwide marketing and sales force,
typically chemists or chemical engineers, who work closely with our customers to familiarize themselves with
our customers’ products, manufacturing processes and markets. We conduct our domestic marketing and sales
efforts from our facility in Wayne, New Jersey and regional offices strategically located throughout the
United States.

International Operations. 'We conduct our international operations through 39 subsidiaries and 42 sales
offices located in Europe, Canada, Latin America and the Asia-Pacific region. We also use the services of
local distributors to reach markets that might otherwise be unavailable to us.

International sales of our specialty chemicals in 1998 were approximately 46% of our total sales for the
year. Approximately 38% of our specialty chemicals sales in 1998 were in Europe and Japan. Sales in these
regions are subject to exchange rate fluctuation risks. For a discussion of cur policy regarding the
management of these risks, see Item 7, ‘““Management’s Discussion and Analysis of Financial Condition and
Results of Operations—Liquidity and Financial Condition."* Other countries in which we have sales are
subject to additional risks, including high rates of inflation, exchange controls, government expropriation and
general instability.

We own and operate GhC, primarily a butanediol manufacturing facility, and ISP Acetylene GmbH, an
acetylene production plant. Both production facilities are located at Hills" Chemiepark site in Marl, Germany,
and each relies upon Hiils to provide certain services, including utilities, rail transport and waste handling,
GhC is the most modern butanediol production facility in our butanediol manufacturing network. ISP
Acetylene, which employs electric arc technology for the production of acetylene from various hydrocarbon
feedstocks, was built in 1992 to replace an older facility and utilizes state-of-the-art gas separation
technology. ISP Acetylene's entire production is dedicated to fulfilling GhC’s requirements and has no third-
party sales.
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Raw Materials. Because of the multi-step processes required to manufacture our specialty chemicals,
we believe that our raw materials costs represent a smaller percentage of the cost of goods sold than for most
other chemical companies. We estimate that approximately one-third of our manufacturing costs are for raw
materials (including energy and packaging). As a result, we believe that fluctuations in the price of raw
materials have less of an impact on our specialty chemicals business than on those chemical companies for
which raw materials costs represent a larger percentage of manufacturing costs.

The principal raw materials used in the manufacture of our specialty chemicals are acetylene, methanol
and methylamine. Most of the raw materials for consumption in the United States are obtained from third
party sources pursuant to supply agreements. Acetylene, a significant raw material used in the production of
most of our specialty chemicals, is obtained by us for domestic use from two unaffiliated suppliers pursuant
to supply contracts. At our Texas City and Seadrift, Texas plants, acetylene is supplied via pipeline by a
neighboring large multinational company that generates this raw material as a by-product from the
manufacture of ethylene. At our Calvert City, Kentucky facility, acetylene is supplied via pipeline by a
neighboring company that generates it from calcium carbide,

Due to the nature of the manufacturing process, electricity and hydrocarbon feedstocks (primarily
butane) are critical raw materials for the production of acetylene at our operations in Marl, Germany, where
methanol is also a principal raw material. Electricity, butane and methanol for Marl, Germany are supplied
to us by Hiils pursuant to a long-term supply agréement.

We believe that the diversity of our acetylene supply sources and our use of a number of acetylene
production technologies (ethylene by-product, calcium carbide and electric arc technology) provide us with a
reliable supply of acetylene. In the event of a substantial interruption in the supply of acetylene from current
sources, or, in the case of GhC, electricity and hydrocarbon feedstocks, we cannot assure that we would be
able to obtain as much acetylene from other sources as would be necessary to meet our supply requirements.
To date, we have not experienced an interruption of our acetylene supply that has had a material adverse
effect on our sales of specialty chemicals.

Availability of other raw materials, including methanol and methylamine, remained adequate during
1998. We believe that, in the event of a supply interruption, we could obtain adequate supplies of such raw
materials from alternate sources.

We use natural gas and raw materials derived from petroleum in many of our manufacturing processes
and, consequently, the price and availability of natural gas and petroleum could be material to our operations.
During 1998, crude oil and natural gas supplies remained adequate, while prices generally demonstrated
seasonal variations.

Mineral Products

Products and Markets. We manufacture mineral products consisting of ceramic-coated colored roofing
granules, which are produced from rock deposits that are mined and crushed at our quarries and are colored
and coated using a proprietary process. We sell our mineral roofing granules primarily to the North American
roofing industry for use in the manufacture of asphalt roofing shingles. The granules help to provide weather
resistance, decorative coloring, heat deflection and increased weight in the shingle. We are the second largest
of only three major suppliers of colored roofing granules in North America.

We estimate that more than 80% of the asphalt shingles currently produced by the roofing industry are
sold for the reroofing/replacement market, in which demand is driven not by the pace of new home
construction but by the needs of homeowners to replace existing roofs. Homeowners generally replace their
roofs either because they are wom, thereby creating concerns as to weather-tightness, or because of the
homeowners’ desire to upgrade the appearance of their homes. We estimate that the balance of the roofing
industry’s asphalt shingle production historically has been sold primarily for use in new housing construction.
Sales of our colored mineral granules have benefited from a trend toward the increased use of heavyweight,
three-dimensional laminated roofing shingles which results in both functional and aesthetic improvements.
These shingles require, on average, approximately 60% more granules than traditional three-tab, lightweight
roofing shingles.
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Sales to Building Materials Corporation of America (**BMCA"), one of our affiliates, and its .
subsidiaries constituted approximately 66% of our mineral products net sales in 1998. See Item 13, *‘Certain
Relationships and Related Transactions’’ and Note 12 to Consolidated Financial Statements,

Raw Materials. We own rock deposits that have specific performance characteristics, including
weatherability, the ability to reflect UV light, abrasion-resistance, non-staining characteristics and the ability
to absorb pigments. We own three quarries, each with proven reserves, based on current production levels, of

more than 20 years.

Filter Products

We manufacture and sell filter products, consisting of pressure filter vessels, filter bags and filter
systems. These filter products are designed for the removal of macroscopic contaminants in the treatment of
process liquids. The paint, automotive, chemical, pharmaceutical, petroleum and food and beverage industries
accounted for almost all of our 1998 net sales of filter products.

We manufacture pressure filter vessels at manufacturing facilities in Brazil, Canada and Germany, which
serve both local and international markets. We also manufacture filter bags in Belgium, Canada, Singapore,
Brazil and the United States and supply filter products worldwide through our subsidiaries, sales offices and

distributors.

Competition

We belicve that we are either the first or second largest seller worldwide of our specialty chemicals
derived from acetylene, other than butanediol and tetrahydrofuran,

In each end-use market, there are a limited number of companies that produce substitutable products for
our acetylene-derived specialty chemicals. These companies compete with us in the personal care,
pharmaceutical, beverage and industrial markets and have the effect of limiting our market penetration and
pricing flexibility. For our specialty chemicals not derived from acetylene, including sunscreens, emollients,
moisturizers and fine chemicals, a number of world-wide competitors can provide similar products or
services. We compete on quality, price and customer service in these markets.

Butanediol, which we produce primarily for use as a raw material, is also manufactured by a limited
number of companies throughout the world for both their captive use or to supply the merchant market, We
believe that there are three competitors of significance for merchant market butanediol. One of these
competitors sources the merchant market from its plants in the United States and Europe. The two other
competitors each source the merchant market from their single manufacturing plants, one in the United States
and the other in Europe. Recently, a fourth competitor announced its intention to enter the merchant
butanediol market and began construction of a plant in the United States. Tetrahydrofuran is manufactured by
a number of companies throughout the world.

With regard to our mineral products, we have only one major and one smaller competitor and believe
that competition has been limited by:

» the substantial capital expenditures associated with the construction of new mineral processing
and coloring plants and the acquisition of suitable rock reserves;

the limited availability of proven rock sources;

o the complexity associated with the construction of a mineral processing and coloring plant,
together with the technical know-how required to operate such a plant;

« the need to obtain, prior to commencing operations, reliable data over a substantial period of time
regarding the weathering of granules in order to assure the quality and durability of the product;
and

« the difficulty in obtaining the necessary permits to mine and operate a quarry.

With respect to filter products, we compete with a number of companies worldwide.

6
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Competition is largely based upon product and service quality, technology, distribution capability and
price. We believe that we are well-positioned in the marketplace as a result of our broad product lines,
sophisticated technology and worldwide distribution network.

Research and Development

Our worldwide research and development expenditures were $25.4 million, $27.3 million, and
$26.3 million in 1996, 1997 and 1998, respectively.

Our research and development activities are conducted primarily at our worldwide technical center and
laboratories in Wayne, New Jersey. Additional research and development is conducted at plant sites in
Calvert City, Kentucky; Texas City, Texas; Chatham, New Jersey; Belleville, New Jersey; Freetown,
Massachusetts; and Columbus, Ohio and technical centers in the United Kingdom, Belgium, Germany, China
and Singapore. Our mineral products research and development facility, together with our customer design
and color center, is located at Hagerstown, Maryland. Our filter products research and development is
conducted at our Belgium facility.

Environmental Services

We have received site designation for the construction of a hazardous waste treatment, storage and
disposal facility at our Linden, New Jersey property and have received approval from the New Jersey
Turnpike Authority for a direct access ramp from the New Jersey Turnpike to the site. If we are successful in
securing the necessary permits to construct and operate the hazardous waste facility, we intend to develop
and operate the facility in a separate subsidiary, either on our own or in a joint venture with a suitable
partner. We estimate that the cost of constructing the facility will be approximately $100 million and, if
approved, the facility is anticipated to be in operation three years after commencement of construction. We
anticipate utilizing internally generated cash and/or seeking project or other independent financing for this
project. We also are investigating additional development opportunities at this site.

Patents and Trademarks

As of December 31, 1998, we owned or licensed approximately 360 domestic and 370 foreign patents or
patent applications and owned or licensed approximately 140 domestic and 1,390 foreign trademark
registrations or applications related to our business. While we believe the patent protection covering certain
of our products is material to those products, we do not believe that any single patent, patent application or
trademark is material to our business or operations. We believe that the duration of the existing patents and
patent licenses is consistent wih our business needs.

Environmental Compliance

Since 1970, a wide variety of federal, state and local environmental laws and regulations relating to
environmental matters have been adopted and amended. By reason of the nature of our operations and the
operations of our predecessor and certain of the substances that are or have been used, produced or
discharged at our or its plants or at other locations, we are affected by these environmental laws and
regulations, We have made capital expenditures of less than $4.0 million in each of the three years ended
December 31, 1998, in order to comply with these laws and regulations. These expenditures are included in
addittons to property, plant and equipment. We anticipate that aggregate capital expenditures relating to
environmental compliance in each of 1999 and 2000 will be approximately $4.0 million.

The environmental laws and regulations deal with air and water emissions or discharges into the
environment, as well as the generation, storage, treatment, transportation and disposal of solid and hazardous
waste, and the remediation of any releases of hazardous substances and materials to the environment. We
believe that our manufacturing facilities comply in all material respects with applicable environmental laws
and regulations, and, while we cannot predict whether more burdensome requirements will be adopted in the
future, we believe that any potential liability for compliance with environmental laws and regulations will not
materially affect our business, liquidity, results of operations, cash flows or financial position.

7
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We believe that we operate our manufacturing facilities in compliance in all material respects with
applicable environmental, health and safety laws and regulations, but we cannot predict whether more
burdensome requirements will be imposed by governmental authorities in the future.

Employees

At December 31, 1998, we employed approximately 2,900 people worldwide. Approximately 750
employees in the United States were subject to five union contracts, We believe that our relations with our
employees and their unions are satisfactory.

Item 2. Properties

Our corporate headquarters and principal research and development laboratories are located at a 100-acre
campus-like office and research park owned by one of our subsidiaries at 1361 Alps Road, Wayne, New
Jersey 07470. The premises are subject to a first mortgage.

The principal domestic and foreign real propertiss either owned by, or leased to, us are described below.
Unless otherwise indicated, the properties are owned in fee. In addition to the principal facilities listed below,
we maintain sales offices and warehcuses in the United States and abroad, substantially all of which are in
leased premises under relatively short-term leases.

Location Facility Product Line
Domestic
Alabama
Huntsville.......................0 Plant* Specialty Chemicals
Kentucky
Calvert City ..............ooiiiun e Plant Specialty Chemicals
Maryland
Hagerstown ..............oociina Research Center, Design Center, Mineral Products
Sales Office
Massachusetts
Freetown...................... ..., Plant, Research Center Specialty Chemicals
Misseuri
Annapolis ......................... Plant, Quarry Mineral Products
New Jersey
Belleville .................cooii . Plant, Sales Office, Research Specialty Chemicals
Center, Warehouse
Bridgewater ....................... Sales Office Specialty Chemicals
Chatham ...l L. Plant, Sales Office, Research Specialty Chemicals
Center
Wayne.......oo i Headquarters, Corporate Specialty Chemicals

Administrative Offices,
Research Center

Okhio
Columbus .................out Plant, Research Center, Sales Specialty Chemicals
Office
Pennsylvania
Blue Ridge Summit................ Plant, Quarry Mineral Products
Tennessee
Memphis.................... ..., Plant*, Warchouse*, Distribution Filter Products
Center*®
Texas
Seadrift IR TR PR PRUPRE P Plant Specialty Chemicals
Texas City .............cooviin. Plant Specialty Chemicals
Wiscansin
Pembine ..................... ... .. Plant, Quarry Mineral Products
8
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Location Facility Product Line

International
Belgium . _
Sint-Niklaas .. ....oovvviiiviiien s Plant, Sales Office, Research Specialty Chemicals
Center, Distribution Center and Filter Products
Brazil .
SaoPanlo.....coooiviiiiniiiin, Plant*, Sales Office*, Distribution  Specialty Chemicals
Center* and Filter Products
Canada . .
Mississauga, Ontario ............... Sales Office*, Distribution Specialty Chemicals
Center*
Qakville, Ontario .............. ..., Plant* Filter Products
Germany .
Cologne ....oovvvvniiaiiiiiaiie Research Center*, Sales Office* Specialty Chemicals
Hamburg. ......oooviiiiiiiieonn, Plant* Filter Products
Marl.......cooviiiiii e Plants**, Sales Office** Specialty Chemicals
India .
[N E:T4+11) Plant** Specialty Chemicals
Japan
TOKYO v e Sales Office* Specialty Chemicals
and Filter Products
Singapore ... Plant*, Sales Office*, Distribution  Specialty Chemicals
Center*, Asia-Pacific and Filter Products
Headquarters*, Warehouse*
United Kingdom
Guildford ........oooviii European Headquarters*, Specialty Chemicals
Research Center*
Manchester. ............ove it Sales Office**, Distribution Specialty Chemicals
Center** and Filter Products

* Leased property
** Long-term ground lease

We believe that our plants and facilities, which are of varying ages and are of different construction
types, have been satisfactorily maintained, are in good condition, are suitable for their respective operations
and generally provide sufficient capacity to meet production requirements. Each plant has adequate
transportation facilities for both raw materials and finished products. In 1998, we made capital expenditures
of $83.6 million relating to plant, property and equipment.

Item 3. Legal Proceedings

Our company, together with other companies, is a party to a variety of proceedings and lawsuits
involving environmental matters (‘‘Environmental Claims®') under the Comprehensive Environmental
Response Compensation and Liability Act (*‘CERCLA"’) and similar state laws, in which recovery is sought
for the cost of ¢leanup of contaminated sites, a number of which are in the early stages or have been dormant
for protracted periods.

We estimate that our liability in respect of all Environmental Claims (including those relating to our
closed Linden, New Jersey plant described below), and certain other environmental compliance expenses, as
of December 31, 1998, is $20.0 million, before reduction for insurance recoveries reflected on our balance
sheet (discussed below) of $10.7 million that relate to both past expenses and estimated future liabilities
(*‘estimated recoveries''). In the opinion of management, the resolution of such matters should not be
material to our business, liquidity, results of operations, cash flows or financial position. However, adverse
decisions or events, particularly as to the liability and the financial responsibility of our insurers and of the
other parties involved at each site and their insurers, could cause us to increase our estimate of our liability
in respect of such matters. It is not currently possible to estimate the amount or range of any additional
liability.
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After considering the relevant legal issues and other pertinent factors, we believe that we will receive the
estimated recoveries and that the recoveries could be well in excess of the current estirnated liability for all
Environmental Claims, although there can be no assurance in this regard. We believe we are entitled to
substantially full defense and indemnity under our insurance policies for most Environmental Claims,
although our insurers have not affirmed a legal obligation under the policies to provide indemnity for such

claims.

In March 1995, GAF Corporation commenced litigation on behalf of itself and its predecessors,
successors, subsidiaries and related corporate entities in the United States District Court for the District of
New Jersey seeking amounts substantially in excess of the estimated recoveries. The court dismissed the
action in December 1997 for lack of federal jurisdiction, and defendant insurers appealed the dismissal. The
appeal was denied by the Third Circuit Court of Appeals in March 1999. In June 1997, GAF Corporation
filed a similar action against the insurers in the Superior Court of New Jersey, Somerset County, which
action is pending. While we believe that our claims are meritorious, we cannot be certain that we will prevail
in our efforts to obtain amounts equal to, or in excess of, the estimated recoveries.

In June 1989, we entered into a Consent Order with the New Jersey Department of Environmental
Protection (‘‘NJDEP’") requiring the development of a remediation plan for our closed Linden, New Jersey
plant and the maintenance of financial assurances (currently $7.5 million) to guarantee our performance. This
Consent Order does not address any potential natural resource damage claims. In April 1993, NIDEP issued
orders which require the prevention of discharge of contaminated groundwater and stormwater from the site
and the elimination of other potential exposure concerns. We believe, although we cannot be certain, that,
taking into account our plans for development of the site, we can comply with the NJDEP order at a cost of
no more than $7.5 million. See Item 1, “*Business—Environmental Services.”’

Item 4. Submission of Matters to a Vote of Security Holders.

None,

Executive Officers of the Registrant

The following table sets forth the name, age, position and other information with respect to ISP’s
executive officers. Under ISP’s By-laws, each director and executive officer continues in office until ISP’s
next annual meeting of stockholders and until his or her successor is elected and qualified. As used in this
section, ‘‘ISP'* refers to both Old ISP prior to the merger of Old ISP into ISP Holdings and ISP subsequent
to the merger.

Present Principal
Occupation or Employment and
Name and Position Held Age Five-Yeur Employment History
Samuel J. Heyman ............ 60  Mr. Heyman has been a director, Chairman and Chief Executive
Chairman and Chief Officer of ISP since its formation. Mr. Heyman also has been a
Executive Officer director, Chairman and Chief Executive Officer of GAF

Corporation and certain of its subsidiaries for more than five
years, He has been a director and Chairman of BMCA since its
formation, and was Chief Executive Officer of BMCA from June
1996 to January 1999. He is also the Chief Executive Officer,
Manager and General Partner of a number of closely held real
estate development companies and partnerships whose investments
include commercial real estate and a portfolio of publicly traded

securities.
Peter R Heinze............... 56  Dr. Heinze has been a director, President and Chief Operating
President and Chief Officer of ISP since November 1996. He was Senior Vice
Operating Officer President, Chemicals of PPG Industries Inc., a glass products,

coatings and resins, and chemical manufacturer from April 1993
to November 1996.

10
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Name and Position Held

Carl R. Eckardt...............

Executive Vice President-
Corporate Development

James P. Rogers . .............

Executive Vice
President-Finance

Andrew G, Mueller ...........

Executive Vice President-
Operations

Richard A. Weinberg..........

Executive Vice President,
Secretary and General
Counsel

Randall R. Lay ........000vus

Senior Vice President and
Chief Financial Officer

Present Principal
Occupation or Employment and
Five-Year Employment History

Mr. Eckardt has been a director of ISP since its formation and

Executive Vice President, Corporate Development, of ISP since
November 1996, which position he also held from ISP’s
formation to January 1994. From January 1994 to November
1996, Mr. Eckardt was President and Chief Operating Officer of
ISP, Mr. Eckardt was Vice Chairman of GAF Corporation from
November 1996 to January 1999 and a director of GAF
Corporation for more than five years until January 1999. He was
Executive Vice President of GAF Corporation for more than five
years until November 1996.

Mr. Rogers has been Executive Vice President-Finance of ISP since

December 1996 and was Senior Vice President-Finance of ISP
from November 1993 to December 1996, He was Treasurer of
ISP from March 1992 to December 1994 and from September
1995 to December 1996. Mr. Rogers has been Executive Vice
President and Chief Financial Officer of GAF Corporation and
certain of its subsidiaries since December 1996, was Senior Vice
President and Chief Financial Officer of such corporations from
November 1993 to December 1996 and has served as Treasurer of
such corporations since March 1992. Mr. Rogers has been 2
director of BMCA since its formation and Executive Vice
President of BMCA since December 1996. He was Senior Vice
President of such corporation from November 1993 to December
1996,

56 Mr. Mueller has been Executive Vice President-Operations of ISP

since May 1997. He was employed by BASF Corporation as
Group Vice President, Colorants & Textile/Leather Chemicals
from December 1995 to April 1997 and as Vice President, Fiber
Intermediates for more than five years until November 19935,

Mr. Weinberg has been Executive Vice President, Secretary and

General Counsel of ISP since May 1998 and was Senior Vice
President, Secretary and General Counsel of ISP from May 1996
to May 1998. Mr. Weinberg has held the same positions during
the same time periods with GAF Corporation and certain of its
subsidiaries, including BMCA. He was Vice President and
General Counsel of BMCA from September 1994 to May 1996,
Vice President-Law of BMCA from May 1994 to September 1994
and Vice President-Law of GAF Building Materials Corporation
from April 1993 to May 1994.

44  Mr. Lay has been Senior Vice President and Chief Financial Officer

of 18P since December 1998 and was Vice President and Chief
Financial Officer of ISP from April 1995 to December 1998.
From August 1993 to April 1995, he served as Controller,
Specialty Derivatives of ISP.
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PART 11

Item 5. Market for Registrant’s Common Equity and Related Stockholder Matters

The following information pertains to ISP’s common stock, which is traded on the New York Stock
Exchange. As of March 19, 1999, there were 240 holders of record of ISP’s outstanding common stock. For
purposes of this section, *‘ISP*" refers to both Old ISP for the periods prior to the merger of Old ISP into
ISP Holdings and ISP for the periods subsequent to the merger.

199§ by Quarter 1997 by Quarter
First Second Third Fourth First Second Third Fourth

Price Range of Common Stock:
High....................0. $18%:  $20%2  $18'%e  $157e  $13%  $14%  $15Ys  $16%
| s 1 NN 13%s 16%s 12 Phe  11% 11 1312 13%

ISP announced in the second quarter of 1995 that its Board of Directors had eliminated the 22 cents per
share semi-annual dividend on ISP’s common stock. The declaration and payment of dividends is at the
discretion of the Board of Directors of ISP. See Item 7, ‘‘Management’s Discussion and Analysis of
Financial Condition and Results of Operations’” and Note 9 to Consolidated Financial Statements for
information regarding restrictions on the payment of dividends set forth on pages F-2 to F-10 and page F-26,
respectively. Any decision to resume the payment of dividends, and the timing and amount thereof, is
dependent upon, among other things, ISP's results of operations, financial condition, cash requirements,
prospects and other factors deemed relevant by the Board of Directors. Accordingly, there can be no
assurance that the Board of Directors will resume the declaration and payment of dividends or as to the
amount thereof.

Item 6. Selected Financial Data
See page F-11.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
See page F-2.

Item 7A. Quantitative and Qualitative Disclosures about Market Risk

See Item 7, “*Management’s Discussion and Analysis of Financial Condition and Results of
Operations—Liquidity and Financial Condition—Market-Sensitive Instruments and Risk Management’’ on
page F-8.

Item 8. Financial Statements and Supplementary Data

See Index on page F-1 and Financial Statements and Supplementary Data on pages F-13 to F-42,

Itemn 9, . Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

PART III

Item 10. Directors and Executive Officers of the Registrant

The information relating to the directors of ISP to be contained in the Proxy Statement under the
heading **Election of Directors” is incorporated by reference herein. For information relating to the executive
officers of ISP, see ‘‘Executive Officers of the Registrant’’ in Part [ of this report.
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Item 11. Executive Compensation

The information to be contained in the Proxy Statement under the headings ‘‘Compensation of Executive
Officers of the Company®’ and *‘Election of Directors”” is incorporated by reference herein.
Item 12. Security Ownership of Certain Beneficial Owners and Management

The information to be contained in the Proxy Statement under the heading ‘‘Security Ownership of

Certain Beneficial Owners and Management’” is incorporated by reference herein.

Item 13. Certain Relationships and Related Transactions

The informaticn to be contained in the Proxy Statement under the headings ‘‘Election of Directors’ and
“‘Certain Transactions’’ is incorporated by reference herein.

PART IV

Item 14, Exhibits, Financial Statement Schedules and Reports on Form 8-K
The following documents are filed as part of this report:
(a)(1) Financial Statements: See Index on page F-1.
(a)(2) Financial Statement Schedules: See Index on page F-1.
(a)(3) Exhibits:

Exhibit
Number Descriptions
3.1 — Amended and Restated Certificate of Incorporation of ISP (incorporated by reference to
Exhibit 4.1 to Post-Effective Amendment No. 1 on Form S-8 to the Registration Statement on
~ Form $-4 of ISP (Registration No. 333-53709} (the ‘ISP Registration Statement’")).
32 — By-laws of ISP (incorporated by reference to Exhibit 99.2 to the ISP Registration Statement).
4,1 — 9% Note Indenture, dated as of October 18, 1996, between ISP Holdings and The Bank of New
York, as trustee (incorporated by reference to Exhibit 4.1 to the Registration Statement on Form
S-4 of ISP Holdings (Registration No. 333-17827) (the ‘‘Holdings Registration Statement’ ).
42 — 9% Note Indenture, dated as of October 18, 1996, between ISP Holdings and The Bank of
New York, as trustee (incorporated by reference to Exhibit 4.2 to the Holdings Registration
Statement).
10.1 — Amended and Restated Management Agreement, dated as of January 1, 1999, among GAF

Corporation, G-I Holdings Inc., G Industries Corp., Merick Inc., GAF Fiberglass Corporation,
ISP, GAF Building Materials Corporation, GAF Broadcasting Company, Inc., BMCA and ISP
Opco Holdings Inc (incorporated by reference to Exhibit 10.1 to BMCA’s Annual Report on
Form 10-K for the year ended December 31, 1998).

102 — Indemnification Agreement, dated as of October 18, 1996, among GAF Corporation, G-I
Holdings Inc., ISP Holdings, G Industries Corp. and GAF Fiberglass Corporation (incorporated
by reference to Exhibit 10.7 to the Holdings Registration Statement).

10.3 — Tax Sharing Agreement, dated as of January 1, 1997, among ISP Holdings, International
Specialty Products Inc. and certain subsidiaries of International Specialty Products Inc.
(incorporated by reference to Exhibit 10.8 to the Holdings Registration Statement).

10.4  — Non-Qualified Retirement Plan Letter Agreement (incorporated by reference to Exhibit 10,11 to
the Registration Statement on Form 8-1 of International Specialty Products Inc. (Registration
No. 33-40351)).*

13
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10.5 - International Specialty Products Inc. 1991 Incentive Plan for Key Employees and Directors, as
amended (incorporated by reference to Exhibit 4.3 to Post-Effective Amendment No. 1 on Form

S-8 to the ISP Registration Statement),*

106 — Agreement, dated July 30, 1993, between International Specialty Products Inc. and Carl R
Eckardt (incorporated by reference to Exhibit 10.16 to the Registration Statement on Form S-4
of G-I Holdings Inc. (Registration No. 33-72220)).*

10.7 — Letter Agreement, dated October 15, 1996, between GAF Corporation and Dr, Peter Heinze
(incorporated by reference to Exhibit 10.14 to the Holdings Registration Statement).*
10.8 — Letter Agreement, dated July 15, 1998, between ISP and Dr. Peter Heinze (incorporated by

reference to Exhibit 4.3 to ISP's Registration Statement on Form S-8 (Registration No.
333-62359)).*

10.9 — Stock Appreciation Rights Agreement, dated January 20, 1994, between GAF Corporation and
James P. Rogers (incorporated by reference to Exhibit 10.20 to G-I Holdings Annual Report on
Form 10-K for the year ended December 31, 1993).*

10.10 — Compensation and Indemnification Agreement among Charles M. Diker, Burt Manning and ISP,
dated October 10, 1997 (incorporated by reference to Exhibit 10.23 to the ISP Registration
Statement}.*

10.11 — Agreement and Plan of Merger between ISP Holdings and International Specialty Products Inc.,
dated as of March 30, 1998 (incorporated by reference to Exhibit A to Amendment No. 2 to ISP
Holdings Schedule 13D with respect to the common stock of International Specialty Products
Inc. filed with the Securities and Exchange Commission on April 1, 1998).

21 — Subsidiaries of ISP.
23 — Consent of Arthur Andersen LLP.
27 — Financial Data Schedule for fiscal year 1998, which is submitted electronically to the Securities

and Exchange Commission for information only.

* Management and/or compensation plan or arrangement.
(b) Reports on Form 8-K
No reperts on Form 8-K were filed in the fourth quarter of 1998.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
Registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly
authorized.

INTERNATIONAL SPECIALTY PRODUCTS INC.

By: fsf RANDALL R. LAY

Randall R. Lay
Senior Vice President and Chief Financial Officer

Date: March 30, 1999

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed
below on March 30, 1999, by the fellowing persons on behalf of the Registrant and in the capacities

indicated,

SlgEture Title
s/ SaMUEL ], HEYMAN Chairman of the Beard and Chief Executive Officer (Principal

Samuel J, Heyman Executive Officer)

/s/ PETER R. HEINZE President and Chief Operating Officer; Director

Peter R. Heinze

/s/ CARL R. ECKARDT Executive Vice President, Corporate Development; Director
Carl R. Eckardt

/s/ HARRISON J. GOLDIN Director
Harrison J. Goldin

/s/ CHARLES M, DIKER Director
Charles M. Diker

s/ SANFORD KAPLAN Director
Sanford Kaplan

/s/ BURT MANNING Director

Burt Manning

/s/ RANDALL R. Lay Senior Vice President and Chief Financial Officer (Principal
Randall R. Lay Financial and Accounting Officer)
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INTERNATIONAL SPECIALTY PRODUCTS INC.

MANAGEMENT*S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

On July 15, 1998, International Specialty Products Inc, (**Old ISP**) merged (the ‘‘Merger’’) with and into
ISP Holdings Inc. (“ISP Holdings’"). In connection with the Merger, ISP Holdings changed its name to
International Specialty Products Inc. (the ‘‘Company’”). In the Merger, each outstanding share of Old ISP’s
common stock, other than those held by ISP Holdings, was converted into one share of common stock of the
Company, and the outstanding shares of ISP Holdings' common stock were converted into an aggregate of
53,833,333 shares {or approximately 78%) of the outstanding shares of common stock of the Company. The
financial statements presented herein for periods prior to the Merger represent the results of the former ISP

Holdings.

Prior to January 1, 1997, ISP Holdings was a wholly-owned subsidiary of GAF Corporation (‘“GAF"). On
January 1, 1997, GAF effected a series of transactions (the ‘*Separation Transactions’’) that resulted in, among
other things, the capital stock of ISP Holdings being distributed to the stockholders of GAF. As a result of such
distribution, ISP Holdings and Old ISP are no longer direct or indirect subsidiaries of GAF. Conversely, the
assets and liabilities of the other wholly-owned subsidiaries of GAF, including G-I Holdings Inc. (‘G-I
Holdings'") and its subsidiaries, including Building Materials Corporation of America (“BMCA"), U.S. Intec,
Inc. (**U.S. Intec’’), and GAF Fiberglass Corporation (*‘GFC’"), are no longer included in the consolidated assets
and liabilities of the Company.

Accordingly, the results of operations and assets and liabilities of G-I Holdings, BMCA, U.S. Intec and
GFC, as well as the assets of GAF Broadcasting Company, Inc. (which were sold in August 1996), have been
classified as *‘Discontinued Operations’” within the financial statements for all pericds presented prior to the
Separation Transactions. The following discussion is on a continuing operations basis.

Results of Operations

1998 Compared With 1997

The Company recorded net income in 1998 of $4.8 million ($.08 diluted earnings per share) compared with
net income of $54.0 million ($1.00 diluted earnings per share) in 1997, The results for 1998 reflect a restructuring
and impairment loss of $73.0 million and $12.8 million of charges related to the Merger. Excluding the effect of
such nonrecurring charges, net income for 1998 was $64.1 million ($1.05 diluted earnings per share), with the
increase attributable to higher operating and other income, partially offset by higher interest expense.

Sales for 1998 were $823.9 million, a 10% increase compared with $749.2 million for 1997. The sales
growth in 1998 was primarily attributable to the Company’s acquisition, effective April I, 1998, of the remaining
50% interest in its joint venture with Hiils AG, GAF Hiils Chemie GmbH (*‘GhC’"), and to the acquisition of the
Freetown fine chemicals facility (see Note 5 to Consolidated Financial Statements), which together accounted for
$74.5 million of the increase. In addition, the sales increase was attributable to increased sales volumes ($9.0
million), offset by the unfavorable effect ($9.8 million) of the stronger U.S. dollar relative to other currencies in
certain areas of the world. The higher sales in 1998 reflect increased sales in the U.S., Europe (due to the sales of
GhC) and Latin America, partially offset by lower sales in the Asia-Pacific region.

As discussed in Note 3 to Consolidated Financial Statements, the Company recorded $73.0 million in 1998
for provisions for restructuring and impairment loss, primarily related to its decision to shut down its butanediol
production unit at its Calvert City, Kentucky manufacturing facility. As a result of significant adverse changes in
the butanediol market, and in conjunction with the decision to shut down the Calvert City butanediol production
unit, the Company also reviewed the recoverability of its butanediol production assets at its Texas City and
Seadrift, Texas facilities and, based on this review, took an impairment loss charge of $16.6 million. The total
charge related to the above shutdown and impairment aggregated $59.3 million, including & total write-off of
property, plant and equipment of $38.7 million, the write-off of $13.1 million of goodwill related to the
butanediol business and an accrual of $7.5 million for cash costs to be incurred, mainly for decommissioning,
demolition and remediation, and severance costs. In addition, also as a result of the adverse changes in the
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butanediol market and as a result of the acquisition of GhC, the Company decided not to continue its plans to
acquire or develop a European manufacturing facility. Costs incurred in previous years for this project
aggregating $10.7 million were therefore deemed not recoverable and were written off in 1998. Also, in the third
quarter of 1998, the Company reserved $3.0 million for the consolidation of offices in the Company’s European

operations.

As a result of the Merger, the Company incurred $12.8 million of charges against operating income in 1998,
consisting of a $7.9 million charge in connection with the termination of ISP Holdings’ stock appreciation rights
and preferred stock option programs, a $2.6 million charge related to purchase accounting adjustments and
$2.2 million of other expenses relating to investment banking, legal and other fees.

Operating income, before the impact of the $85.8 million of nonrecurring charges discussed above, was
$155.6 million for 1998, a 10% increase over the $141.3 million recorded in 1997, The improved results were
primarily attributable to higher operating income for the Performance Chemicals, Fine Chemicals and Industrial
business segment (up $22.8 million), mainly due to the acquisitions of GhC and the Freetown fine chemicals
facility, and also due to higher operating income for Mineral Products {up $3.5 million), partially offset by lower
results for Personal Care (down $9.3 million) and Pharmaceutical, Agricultural and Beverage (down
$0.8 million). See below for further discussion of business segment results. The overall operating results, in
addition to the favorable effect of the acquisitions, were favorably impacted by increased sales volumes, partially
offset by the adverse effect of the stronger U.S. dollar ($15.7 million) and 6.5% higher selling, general and
administrative expenses due primarily to higher distribution and marketing expenses. Selling, general and
administrative expenses as a percent of sales decreased from 21.1% in 1997 to 20.4% in 1998.

Of the $14.3 million increase in operating income, excluding the nonrecurring charges, domestic operating
income increased by $4.1 million (12%) due to increased sales volumes reflecting the acquisition of the Freetown
fine chemicals facility and higher Mineral Products sales and, to a lesser extent, slightly higher gross margins.
Operating income for Europe increased $14.8 million due mainly to the GhC acquisition, partially offset by the
effect of the stronger U.S. dollar, whilz in the Asia-Pacific region, operating income decreased by $6.5 million
due to lower sales volumes. Operating income for the Latin America region increased by $1.9 million (12.5%)
due to increased sales volumes and improved margins.

Interest expense for 1998 was $75.6 million, a $2.0 million (3%) increase over the $73.6 million recorded in
1997, with the increase due primarily to higher average borrowings.

Other income, net, comprises net investment income, foreign exchange gains/losses resulting from the
revaluation of foreign currency-denominated accounts receivable and payable as a result of changes in exchange
rates, and other nonoperating and nonrecurring items of income and expense. Other income, net, was
$34.8 million in 1998 compared with $34.2 million in 1997, as $1.8 million lower other nonoperating and
nonrecurring expense items were partially offset by $1.2 million lower net investment income.

Business Segment Review

A discussion of operating results for each of the Company’s business segments follows. The Company
operates its Specialty Chemicals business through three reportable business segments, in addition to the Mineral
Products and Filter Products segments. See Notes 13 and 14 to Consolidated Financial Statements for additional
business segment and geographic information.

Personal Care

The Personal Care segment provides products to the skin and hair care markets. Sales in 1998 were
$189.4 million compared with $187.4 million in 1997, while operating income declined in 1998 to $34.7 million
from $44.0 million in 1997. Sales volumes increased by $7.1 million in 1998, led by $4.0 million in sales of new
products. The stronger U.S. dollar adversely impacted sales by $3.1 million and, in addition, the sunscreen
market continued to experience lower average price levels in some products which offset volume improvements.

The decline in operating income in 1998 in the Personal Care segment was attributable to a $4.7 million
adverse impact of the stronger U.S. dollar, unfavorable prices in skin care products, and $6.3 million higher
selling, general and administrative expenses. The latter was primarily the result of increased expenses for new
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product development, development and marketing expenses related to government regulations to reduce the
emission of volatile organic compounds (VOCs) in hairsprays to 55% levels, and, to a lesser extent, higher

distribution costs.

Pharmaceutical, Agricultural and Beverage (*'PAB”')

Sales for the PAB segment were $210.6 million in 1998 compared with $208.4 million in 1997, while
operating incotne decreased to $45.8 million in 1998 from $46.6 milkion in 1997. The increased sales reflected
higher sales volumes ($2.5 million) and favorable pricing, offset by the adverse impact of the stronger U.S. dollar
($3.7 million). The same factors impacted PAB’s operating income, with the decline in operating income
reflecting a $6.2 million adverse impact of the stronger U.S. dollar, mostly offset by favorable pricing and
increased sales volumes and by lower selling and distribution costs.

The Pharmaceutical business registered another year of strong growth, driven by the increased sales volumes
in the oral care and excipients markets. The effects of the economic slowdown in Asia were largely offset by
higher sales in Europe, and North and South America. The growth in the oral care market came primarily through
increased sales of the Gantrez® product line, which has applications in both toothpaste and denture adhesives. In
the excipients market, increased revenues were generated through higher sales of Plasdones®, which are
polymers used as a drug tablet binder. Sales for 1998 in the antiseptic area were slightly down from 1997.

In the Agricultural business, the effects of the economic turmeil in Asia were disproportionate as customers
in the region changed from preventive to remedial action. This unfavorably impacted the sales of Biodone and
butenediol and the shortfalls could not be entirely offset in other parts of the world.

In the Beverage business, the economic situation in Asia and in certain parts of Eastern Eurcpe had an
unfavorable impact on sales, while sales in the Latin America region continued to grow in [998.

Performance Chemicals, Fine Chemicals and Industrial

The Performance Chemicals, Fine Chemicals and Industrial segment experienced a 26% increase in sales in
1998, with sales increasing to $290.1 million from $230.0 million in 1997. Operating income improved to
$54.7 million, a 71% increase over the $31.9 million recorded in 1997, excluding the restructuring and
impairment loss previously discussed related to the butanediol business. The sales increase primarily reflected the
acquisition of the remaining 50% interest in GhC and the acquisition of the Freetown fine chemicals facility (see
Note 5 to Consolidated Financial Statements), which together accounted for $74.5 million of the increase, and
also reflected a substantial increase in the sales of pharmaceutical intermediates. The results for GhC are included
in the Company’s results on a consolidated basis from the date of acquisition, including sales of $53.0 million for
1998. Sales for Performance Chemicals in 1998 were 3% lower than in 1997 due to weak economies in Asia and
Eastern Europe. Pricing gains for Performance Chemicals were more than offset by the adverse impact of the
stronger U.8. dollar.

The higher operating income for the Performance Chemicals, Fine Chemicals and Industrial segment in
[998 was also primarily attributable to the acquisitions of GhC and the Freetown facility and to the impact of
sales volume increases, partially offset by unfavorable pricing and lower Performance Chemicals operating
income due to adverse impact of the stronger U.S. dollar and, to a lesser extent, unfavorable manufacturing costs.

Mineral Products

Sales for the Mineral Products segment in 1998 were $94.5 million, & 14% increase compared with
$83.1 million in 1997, while operating income improved 12% to $20.5 million in 1998 compared with
$17.0 million in 1997. The sales growth resulted from an $11.5 million increase in sales to an affiliate, BMCA
(see Note 12 to Consolidated Financial Statements), resulting principally from higher volumes and slightly higher
pricing. Sales to trade customers were flat due to consolidation in the roofing industry and plant closures at
certain of the Company's trade customers. The Company also sold its tennis court materials business in 1998.

The improvement in operating income in 1998 resulted from the increased sales volumes and cost
containment controls, and, to a lesser extent, the profit from the sale of the tennis court materials business.
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Filter Products

Filter Products sales in 1998 were $39.3 miltion compared with $40.3 million in 1997, with the decrease due
to lower sales volumes and the unfavorable effect of the stronger U.S. dollar. Operating income remained flat at
$3.6 million in each year.

1997 Compared With 1996

The Company recorded income from continuing operations before extraordinary loss in 1997 of
$54.0 million ($1.00 diluted earnings per share) compared with $60.8 million in 1996 ($1.13 diluted earnings per
share). The lower results were attributable to $35.3 million higher interest expense, offset by a $20.9 million
increase in other income and a $5.3 million increase in operating income.

Sales for 1997 were $749.2 million, a 5% increase compared with $716.5 million for 1996. The sales growth
resulted from increased sales volumes ($62.4 million), partially offset by a $25.0 million unfavorable effect from
the stronger U.S. dollar, and primarily reflected sales increases in the Performance Chemicals, Fine Chemicals
and Industrial segment and the PAB segment. The sales increase in 1997 reflected higher sales in the United
States, the Asia-Pacific region and Latin America, partially offset by lower sales in Europe due primarily to the
unfavorable effect of the stronger U.S. dollar.

Operating income for 1997 increased by 4% to $141.3 million compared with $136.0 million for 1996. The
increase was primarily attributable to higher operating income for the Performance Chemicals, Fine Chemicals
and Industrial segment, and the Filter Products and PAB segments, partially offset by lower results for Personal
Care. The higher consolidated operating income reflected the overall higher sales levels, partially offset by lower
consolidated gross margins (down 0.5 percentage point) due to unfavorable pricing and the unfavorable effect of
the stronger U.S. dollar, and by higher operating expenses which included a 7.5% increase in research and
development spending.

Of the $5.3 million increase in operating income in 1997, domestic operating income increased by
$13.8 million (21%), due to increased sales volumes and improved margins. Operating income for Europe
decreased by $8.7 million (16%), primarily reflecting the effect of the stronger U.S dollar, while in the Asia-
Pacific region, operating income decreased by $1.2 million, as higher sales levels were offset by lower gross
margins due to unfavorable pricing. Operating income from other foreign operations increased by $1.4 million.

Interest expense was $73.6 million in 1997 compared with $38.3 million in 1996. The increase was
attributable to the issuance in October 1996 of $325 million principal amount of 9% Senior Notes due 2003 and
$199.9 millicn principal amount of 9%% Senior Notes due 2002.

Other income, net, comprises net investment income, foreign exchange gains/losses resulting from the
revaluation of foreign currency-denominated accounts receivable and payable as a result of changes in exchange
rates, and other nonoperating and nonrecurring items of income and expense. Other income, net, was
$34.2 million in 1997 compared with $13.3 million in {996. The increase in 1997 was due principally to
$22.5 million higher net investment income.

Business Segment Review

Personal Care

Sales for the Personal Care segment were $187.4 million in 1997 compared with $190.7 million for 1996,
while operating income decreased to $44.0 million in 1997 from $47.6 million in 1996. The decline in sales
resuited from the unfavorable effect of the stronger U.S. dollar ($5.8 million) and unfavorable pricing, which
more than offset sales volume increases (7.3 million). The skin care product line recorded double-digit volume
growth in 1997, mainly reflecting increased sales of sunscreen and cosmetic preservative products, partially
offset by lower pricing for sunscreens. The hair care product line showed a 6% decrease in sales for 1997.

Operating income for the Personal Care segment decreased by 8% in 1997 compared with 1996 as a result
of the unfavorable pricing, the adverse impact of the stronger U.S. dollar and increased marketing expenses,
partially offset by the increased sales volumes.
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Pharmaceutical, Agricultural and Beverage

Sales for the PAB segment were $208.4 million in 1997, a 7% increase compared with $194.9 million for
1996, while operating income increased 4.5% to $46.6 million in 1997 compared with $44.6 million in 1996.
Sales and operating income increases in 1997 each resulted from significant sales volume increases, partially
offset by the unfavorable effect of the stronger U.S. dollar.

In the Pharmaceutical business, the Company registered a strong performance in 1997, highlighted by
substantial sales growth in the oral care and excipients markets. Sales of oral care polymers benefited from the
U.S. rollout of Colgate’s Toral™ toothpaste, the first toothpaste approved by the FDA to prevent gingivitis,
plaque and cavities, and which contains one of the Company’s Gantrez® polymers. Sales of the Company’s
beverage additives, consisting of the Polyclar® line of products, experienced good growth in the Latin America
region, where sales increased more than 20%, and in the Asia-Pacific region,

Performance Chemicals, Fine Chemicals and Industrial

Sales for the Performance Chemicals, Fine Chemicals and Industrial segment increased by 12% to
$230.0 million in 1997 compared with $203.7 million in 1996. The sales growth was driven by a 74% increase in
Fine Chemicals sales, mainly from new pharmaceutical products and an agricultural herbicide. Sales of
Performance Chemicals increased by 22% in 1997 due to adoption of ISP polymers into Dye Transfer Inhibitor
(DTTI) applications and continued growth in the Digital Printing and Imaging Market. In addition, the Company’s
sales to the household, institutional and industrial cleaning markets, in which the Company’s PVP polymers find
application, increased by 30% in 1997 as a result of increased geographic penetration and new product
applications. Sales for the Industrial business increased by 2% in 1997, reflecting increased sales volumnes
partially offset by the adverse effect of the stronger U.S. dollar and unfavorable pricing. The Industrial business
benefited in 1997 from the continued growth of a number of its end-use markets. Butanediol sales increased
primarily as a result of higher demand from plastics manufacturers serving the automotive industry.

Operating income for the Performance Chemicals, Fine Chemicals and Industrial segment improved by 18%
to $31.9 million in 1997 from $27.1 million in 1996, This improvement was attributable mainly to the Fine
Chemicals business as a result of a favorable sales mix where higher-margin products were sold, coupled with
favorable plant efficiencies in machine utilization and yields. Operating income in the Performance Chemicals
business increased by 36%, reflecting the sales increases, partially offset by lower gross margins as a result of
unfavorable pricing and the unfavorable effect of the stronger U.S. dollar. Operating income for the Industrial
business decreased in 1997 as a result of unfavorable gross profit margins driven by the unfavorable pricing and
adverse foreign exchange impact.

Mineral Products

Sales for the Mineral Products segment decreased by $2.5 million in 1997 to $83.1 million compared with
$85.6 million in 1996. The decrease in sales was mainly attributable to lower sales volumes to both BMCA and
trade customers, partially offset by favorable pricing.

Despite lower sales levels, operating income for Mineral Products increased by $0.5 million in 1997 to
$17.0 million due to higher gross margins (up 1.4 percentage points) as a result of improved pricing, and lower
operating expenses.

Filter Products

Sales for the Filter Products segment were $40.3 million in 1997 compared with $39.6 million in 1996, with
the increase attributable to both improved pricing and sales volume increases, mostly offset by the unfavorable
effect of the stronger U.S. dollar. Operating income in 1997 increased to $3.6 million from $0.2 miilion in 1996.
The improvement in 1997 reflected higher sales levels and higher gross margins (up 6.2 percentage points) due
mainly to favorable pricing.
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Liquidity and Financial Condition

During 1998, the Company’s net cash outflow before financing activities was $137.6 million, including
$186.8 million of cash generated from operations, the reinvestment of $166.0 million for capital programs and
acquisitions (see below and Note 5 to Consolidated Financial Statements), $56.1 million of cash generated from a
sale-leaseback related to an acquisition, and the use of $216.8 million of cash for net purchases of available-for-
sale and held-to-maturity securities and other short-term investments.

Cash from operations reflected a $49.0 miltion cash inflow from net sales of trading securities and also
included $8.1 million of dividends received from the GhC joint venture prior to the Company’s acquisition of the
remaining interest in GhC. Working capital increased by $5.3 million, primarily reflecting an $11.9 million
increase in inventories due to increased sales requirements as a result of the acquisitions made in 1998, partially
offset by a $2.2 million increase in payables and accrued liabilities and a decrease of $2.6 million in receivables.

Net cash provided by financing activities in 1998 totaled $141.7 million, mainly reflecting a $97.6 million
increase in borrowings under the Company’s bank revolving credit facility, $48.9 million additional short-term
borrowings, and $4.0 million proceeds from the sale of the Company’s accounts receivable, partially offset by
$9.3 million of repurchases of common stock pursuant to the Company's repurchase program. The Company
announced in September 1998 that its Board of Directors had approved the repurchase of one million shares of its
common stock and announced in March 1999 the approval of the repurchase of an additional 1.5 million shares.
The repurchased shares will be held for general purposes, including the issuance of shares under the Company’s
stock option plan,

As a result of the foregoing factors, cash and cash equivalents increased by $4.1 million during 1998 to
$24.6 million, excluding $355.0 million of trading, available-for-sale and held-to-maturity securities and other
short-term investments.

As of December 31, 1998, the Company's current maturities of long-term debt, scheduled to be repaid
during 1999, totaled $0.6 million, excluding $200 million relating to the Company’s 9% Senior Notes due March
1999. The Company repaid the 9% Senior Notes on March 1, 1999 with long-term Credit Agreement (defined
below) borrowings. In addition, the Company has received a one-year extension, to April 11, 2000, on the $38.1
million mortgage obligation on its headquarters property. Accordingly, the 9% Senior Nates and the mortgage
obligation are classified as long-term debt on the Consolidated Balance Sheet.

In July 1996, the Company entered into a new five-year revolving credit facility (the ‘‘Credit Agreement’’)
with a group of banks, which provides for loans of up to $400 million and letters of credit of up to $75 million
(see Note 9 to Consolidated Financial Statements). As of December 31, 1998, loans in the amount of
$132.6 millicn and letters of credit in the amount of $7.9 million were outstanding under the Credit Agreement.

Borrowings by the Company, including those under the Credit Agreement, are subject to the application of
certain financial covenants contained in such agreement and in the indentures relating to the 9% Senior Notes due
2003 and 9%1% Senior Notes due 2002 (collectively, the ‘‘Notes’’). As of Decemnber 31, 1998, the Company was
in compliance with such covenants, and the application of such covenants would not have restricted the amount
available for borrowing under the Credit Agreement. The Credit Agreement and the indentures relating to the
Notes limit the amount of cash dividends, purchases of treasury stock, and other restricted payments (as defined)
by the Company. See Note 9 to Consolidated Financial Statements.

In February 1998, the Company acquired Polaroid Corporation’s Freetown, Massachusetts fine chemicals
facility. In connection with the acquisition, the Company entered into a sale-leaseback arrangement for the
facility's equipment with a third party. The lease has been accounted for as an operating lease, with an initial
term of four years and, at the Company’s option, up to three one-year renewal periods. As part of the acquisition
transaction, the Company entered into a long-term supply and license agreement with Polaroid for the imaging
chemicals and polymers manufactured at the facility and used by Polaroid in its instant film business.

Effective April 1, 1998, the Company acquired the remaining 50% interest in the GhC joint venture. As part
of the transaction, the Company also acquired Hiil's production facility that supplies GhC with its primary raw
material, acetylene. See Note 5 to Consolidated Financial Statements.
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On July 22, 1998, the Company filed a shelf Registration Statement on Form §-3 with the U.S. Securities
and Exchange Commission for $1 billion of debt and equity securities. In addition to debt refinancing, the net
proceeds of any offering, if consummated, are expected to be used for general corporate purposes.

For information with respect to income taxes, see Note 4 to Consolidated Financial Statements.

Effective January 1, 1999, member states of the European Union converted to a common currency, the euro.
The Company does not expect this conversion to have a material impact on its business, results of operations or
financial condition. The Company is currently billing customers in euro if they so request, and this has not had an
impact on the Company’s administrative systems.

The Company does not believe that inflation has had an effect on its results of operations during the past
three years. However, there can be no assurance that the Company's business will not be affected by inflation in

the future.

The Company has received site designation from the New Jersey Hazardous Waste Facilities Siting
Commission for the construction of a hazardous waste treatment, storage and disposal facility at its Linden, New
Jersey property and has received approval from the New Jersey Turnpike Authority for a direct access ramp from
the Turnpike to the site. If the Company is successful in securing the necessary permits to construct and operate
the hazardous waste facility, the Company intends to develop and operate the facility in a separate subsidiary,
either on its own or in a joint venture with a suitable partner. The Company estimates that the cost of constructing
the facility will be approximately $100 million and, if approved, the facility is anticipated to be in operation three
years after commencement of construction. The Company anticipates utilizing internally generated cash and/or
seeking project or other independent financing for this project. Accordingly, the Company would not expect such
facility to impact materially its liquidity or capital resources. The Company is also investigating additional
development opportunities at this site.

The Company, together with other companies, is a party to a variety of proceedings and lawsuits involving
environmental matters. See Note 16 to Consolidated Financial Statements for further information.

Market-Sensitive Instruments and Risk Management

The Company’s investment strategy is to seek returns in excess of money market rates on its available cash
while minimizing market risks. There can be no assurance that the Company will be successful in implementing
such a strategy. The Company invests primarily in international and domestic arbitrage and securities of
companies involved in acquisition or reorganization transactions, including at times, common stock short
positions which are offsets against long positions in securities which are expected, under certain circumstances,
to be exchanged or converted into the short positions. With respect to its equity positions, the Company is
exposed to the risk of market loss. See Note 2 to Consolidated Financial Statements,

The Company enters into financial instruments in the ordinary course of business in order to manage its
exposure to market fluctuations in interest rates, foreign currency rates, and on its short-term investments. The
financial instruments the Company employs to reduce market risk include swaps, futures, forwards, and other
hedging instruments. The financial instruments are subject to strict internal controls and their use is primarily
confined to the hedging of the Company’s debt, foreign currency exposure, and short-term investment portfolio.
The counterparties to these financial instruments are major financial institutions with high credit standings. The
amounts subject to credit risk are generally limited to the amounts, if any, by which the counterparties’
obligations exceed the obligations of the Company. The Company controls credit risk through credit approvals,
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limits and monitoring procedures. The Company does not anticipate nonperformance by counterparties to these
instruments.

December 31,
1997 December 31, 1998

Notional Falr Notional Fair
Amount Value Amount Yalue

(Millions)
Interest rate financial IMSIIUMENES ... .o ovvvrvivere e e iene s $300.0 $(3.3) $4250 $(102)
Foreign currency financial instruments ... $1516 $14 $908 § (44)
Equity-related financial instruments .............oo oo § — $ — $3328 5 O

All of the financial instruments in the above table have a maturity of less than one year, except that
$100 million notional amount of interest rate swap agreements, with a fair value of ($4.3) million as of
December 31, 1998, mature in 2002,

The objectives of the Company in utilizing interest rate swap agreements are to lower funding costs,
diversify sources of funding and manage interest rate exposure. As of December 31, 1998, the Company had
entered into interest rate swap agreements with a notional value of $225 million in order to convert $225 million
of its exposure to floating interest rates to fixed rates. The Company had also entered into interest rate swap
agreements with a notional value of $200 millicn in order to convert the fixed rate being paid on its $200 million
9% Senior Notes due 1999 into floating rates. The 9% Senior Notes, the $200 million notional value of fixed to
floating interest rate swaps, and $125 million notional amount of floating to fixed interest rate swaps matured on
March 1, 1999. By utilizing interest rate swap agreements, the Company reduced its interest expense by $2.8,
$2.1 and $1.7 million in 1996, 1997 and 1998, respectively.

The Company enters into forward foreign exchange instruments with off-balance-sheet risk in order to
hedge a portion of both its borrowings denominated in foreign currency and its firm or anticipated purchase
commitments related to the operations of its foreign subsidiaries. Forward contract agreements require the
Company and the counterparty to exchange fixed amounts of U.S. dollars for fixed amounts of foreign currency
on specified dates. All forward contracts are in major currencies with highly liquid markets and mature within
one year. Hedging strategies are approved by senior management before they are implemented. The Company
does not expect the conversion o the euro currency by member states of the European Union to have a material
impact on its use of financial instruments.

As of December 31, 1997 and 1998, the U.S. dollar equivalent fair value of cutstanding forward foreign
exchange contracts was $151.6 and $90.8 million, respectively. The U.S. dollar equivalent fair value of foreign
exchange contracts outstanding as of December 31, 1997 and 1998 entered into as a hedge of non-local currency
intercompany loans was $24.9 and $18.4 million, respectively, representing 100% of the Company’s foreign
currency exposure with respect to such loans.

As of December 31, 1998, equity-related financial instruments employed by the Company to reduce market
risk include long contracts valued at $56.1 million and short contracts valued at $276.7 million, which are
marked-to-market each month, with unrealized gains and losses included in the results of operations. As such,
there is no economic cost at December 31, 1998 to terminate these instruments and therefore the fair market
value is zero.

Year 2000 Compliance

The Company has implemented a formal Year 2000 program (the ‘“Year 2000 Program’’) to (i) address the
inability of some of its information technology (““IT"") and ‘‘non-IT** equipment that the Company believes is
significant to its business, including certain devices with embedded technology, to accurately read and process
certain dates, including dates in the Year 2000 and afterwards (the ‘‘Year 2000 Issues’’); (ii) investigate
Year 2000 Issues of third parties significant to the Company’s business; and (iii) establish contingency plans
where appropriate,

The Company has completed the installation of a new Enterprise Resource Planning System (‘‘ERP
System’’) and has replaced or remediated most of its personal computers and other IT equipment that may have
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Year 2000 Issues. Although the ERP System was implemented for purposes other than remediating Year 2000
Issues, management believes that the ERP System is Year 2000 compliant. In this regard, the Company has
performed Year 2000 testing of the ERP system and did not discover any major Year 2000 Issues. With respect
to its non-IT equipment, the Company and its consuliants are presently inventorying, evaluating, remediating and
testing this equipment. The Company expects to complete its Year 2000 Program for IT and non-IT equipment
by mid-1999.

The Company is also requesting information on the Year 2000 Issues of third parties significant to the
Company’s business. The Company is evaluating the responses from many of these entities and is requesting
more information as appropriate. Based on the information gathered from its Year 2000 Program, the Company is
developing contingency plans to minimize the impact of Year 2000 Issues on its business. The Company expects
to substantially complete these activities by mid-1999.

The Company does not believe that the costs of its Year 2000 Program will be material to its financial
position or results of operations. While the Company believes that it addressed most of its IT Year 2000 Issues by
installing the ERP System and replacing or remediating personal computers, neither the timing ner extent of these
activities were directly related to the Company's Year 2000 Program. The Company also has incurred outside
costs of approximately $100,000 in connection with evaluating Year 2000 compliance of its non-IT systems. The
Company anticipates that additional costs to remediate should approximate no more than $1.5 million in the
aggregate. The Company expects that the source of any funds that may be necessary to pay the costs of
addressing its Year 2000 Issues will be provided from cash balances or cash generated from operations. The
Company intends to charge such costs against earnings as the costs are incurred.

Management believes that it has taken reasonable steps in developing its Year 2000 Program.
Notwithstanding these actions, there can be no assurance that all of the Company's Year 2000 Issues or those of
its key suppliers, service providers or customers will be resolved or addressed satisfactorily before the Year 2000
commences. Management believes that the reasonably likely ‘‘worst case scenario’™ resulting from Year 2000
Issues could be the failure by the Company’s key suppliers, service providers, customers and other third parties to
address their Year 2000 Issues. If this were to occur, and there were no alternatives available to the Company,
then the Company’s usual channels of supply and distribution could be disrupted, in which event the Company
could experience a material adverse impact on its business, results of operations or financial position.

L

Forward-looking Statements

This Annual Report on Form 10-K contains both historical and forward-looking staternents. All statements
other than statements of historical fact are, or may be deemed to be, forward-looking statements within the
meaning of section 27A of the Securities Act of 1933 and section 21E of the Securities Exchange Act of 1934.
These forward-looking statements are only predictions and generally can be identified by use of statements that
include phrases such as “'believe,”” “‘expect,”’ ‘“‘anticipate,”” “‘intend,”” ‘“‘plan,”” *‘foresee’’ or other words or
phrases of similar import. Similarly, statements that describe the Company’s objectives, plans or goals also are
forward-looking statements. The Company’s operations are subject to certain risks and uncertainties that could
cause actual results to differ materially from those contemplated by the relevant forward-looking statement. The
forward-looking statements included herein are made only as of the date of this Annual Report on Form 10-K and
the Company undertakes no obligation to publicly update such forward-looking statements to reflect subsequent
events or circumstances. No assurances can be given that projected results or events will be achieved.
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INTERNATIONAL SPECIALTY PRODUCTS INC.
SELECTED FINANCIAL DATA

Set forth below are selected consolidated financial data of International Specialty Products Inc. {the
““Company’’), formerly ISP Holdings Inc. (‘ISP Holdings'"), and its subsidiaries. On July 15, 1998,
International Specialty Products Inc. {**Old ISP'') merged (the ‘‘Merger’”) with and intc ISP Holdings. In
connection with the Merger, ISP Holdings changed its name to International Specialty Products Inc. The financial
information presented herein for periods prior to the Merger of Old ISP and ISP Holdings represent the results of
the former ISP Holdings. Prior to January 1, 1997, ISP Holdings was a wholly-owned subsidiary of GAF
Corporation (“‘GAF'"). On January 1, 1997, GAF effected the Separation Transactions that resulted in, among
other things, the capital stock of ISP Holdings being distributed to the stockholders of GAF. As a result of the
Separation Transactions, ISP ceased to be a direct or indirect subsidiary of GAF, and GAF's subsidiaries are no
longer included in the consolidated assets and liabilities of ISP. See Note 1 to Consolidated Financial Statements.
The results of operations and assets and liabilities of GAF’s subsidiaries, as well as GAF Broadcasting Company,
Inc. (whose assets were sold in August 1996), have been classified as ‘“Discontinued Operations’ within the
Consolidated Financial Statements for all periods presented prior to the Separation Transactions.

Year Ended December 31,
1994 1995 139 1397 1998
{Dollars in thousands, except per share amounts)

Operating Data;

Netsales .................coooinnn, $ 600,047 $ 689,002 $ 716481 $ 749208 § 823,938
Gross profit ........... ... . 232,301 274,330 297,560 312,328 338,568
Operating income ................... 99,245 127,096 136,024 141,304 69,755
Interest expense..................... 28,676 33,091 38,333 73,612 75,390

Income from continuing operations
before incorne taxes and

extraordinary losses ..., ........... 72,484 106,102 116,628 107,834 30,416
Income from continuing operations

before extraordinary losses......... 37,112 55,069 60,836 54,005 4,812
Netincome.........ooouiviuninnnan, 28,010 32,828 53,933 54,005 4,812

Income from continuing operations per
common share:

Basic ... 3 69 3 102 % 1.13 % 1.00 § 08
Diluted.............cooiiinnnnt. $ 69 % 102 % 1.13 % 1.00 § 08
Other Data:
Gross profit margin ................. 38.7% 39.8% 41.5% 41.7% 41.1%
Operating margin ................... 16.5% [8.4% 15.0% 18.5% 8.5%
Depreciation...............c.ovuunt. $ 32753 § 35960 $ 38279 $ 41877 $ 50,063
Goodwill amortization .. ............. 13,400 13,223 13,200 13,294 15,025
Capital expenditures and
acquisitions .................... .. 31,098 38,934 54,587 68,655 166,040
December 31,
1994 1995 199 1597 1998
{Thousands) T
Balance Sheet Data:
Total working capital .. .............. § 228,040 § 290,001 $ 476,846 $ 322,080 $ 406,654
Total assets......................... 1,357,541 1,460,389 1,600,432 1,485,680 1,765,623
Long-term debt less current maturities 285,397 280,254 834,284 798,762 896,095
Stockholders’ equity (deficit)......... (15,791) (1,707} 42,653 261,841 501,723
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To International Specialty Products Inc.:

We have audited the accompanying consolidated balance sheets of International Specizalty Products Inc. (a
Delaware corporation) and subsidiaries as of December 31, 1997 and 1998, and the related consolidated
staternents of income, stockholders’ equity and cash flows for each of the three years in the period ended
December 31, 1998, These financial statements and the schedule referred to below are the responsibility of the
Company's management, Our responsibility is to express an opinion on these financial statements and schedule

based on our audits,

We conducted our audits in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements, An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above, appearing on pages F-13 to F-41 of this
Form 10-K, present fairly, in all material respects, the financial position of Internaticnal Specialty Products Inc.
and subsidiaries as of December 31, 1997 and 1998, and the results of their operations and their cash flows for
each of the three years in the period ended December 31, 1998, in conformity with generally accepted accounting
principles.

Our audits were made for the purpose of forming an opinion on the basic financial statements taken as a
whole. The schedule appearing on page S-1 of this Form [0-K is presented for purposes of complying with the
Securities and Exchange Commission’s rules and is not part of the basic financial statements. This schedule has
been subjected to the auditing procedures applied in the audit of the basic financial statements and, in our
opinion, fairly states in all material respects the financial data required to be set forth therein in relation to the
basic financial statements taken as a whole.

ARTHUR ANDERSEN LLP

Roseland, New Jersey
February 24, 1999

E-12
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INTERNATIONAL SPECIALTY PRODUCTS INC.
CONSOLIDATED STATEMENTS OF INCOME

Nt SalEE © oottt et ettt e e e e e

Costs and expenses:
Costof products sold. ...... ..o
Selling, general and administrative. ... ...
Provision for restructuring and impairment loss ...................
Merger-related EXPENSES ... ... ...t s
Goodwill amortization .......... ot e

Total COSts and eXPeNsSes ... .vvvers e aaas

Operating iNCOME ... v verieuirs it i et verimr e e aiaian
[Oterest @XPRSE . . .. .t e e e
Equity in earnings of joint venture ... i i
Other iNCOME, MEE ...\ ov vttt e n s e

Income from continuing operations before income taxes and
EXtTaOrdInArY LOSS .. oo vt e e

INCOME BAKES .\t re it et e i st e s

Minority interest in income of subsidiary ................ ... .00l

Income from continuing operations before extraordinary loss .........

Discontinued operations:
Loss from discontinued operations, net of income taxes ...........
Gain on sale of discontinued operation, net of income taxes of
B30,648 . e e

Income from discontinued operations. ..........coiiii e,

Income before extraordinary loss ... ...
Extraordinary loss, net of income tax benefits of $17,275 ............

[ 1ol 11 R

Earnings per common share:
Basic:
Income from continuing operations ...............ccoivieiiiin.
Income from discontinued operations ....................iul,
Extraordinary (085 ... .. ... i e

Net INCOME . oo e i e i e e
Diluted:
Income from continuing operations ...............cooviviuin.,

Income from discontinued operations ..........................
Extraordinary 1088 ...... i e

Net INCOTNE. L\ v e e e
Weighted average number of common and common equivalent shares

outstanding:
Basic ..

Year Ended December 31,

19% 1597 1598
(Thousands, except per share amounts)
$716,481 $749,208  $823,938
418,921 436,880 485,370
148,336 157,730 167,953

— o 73,049

— —_ 12,786
13,200 13,264 15,025
580,457 607,904 754,183
136,024 141,304 69,755
(38,333) (73,612) (75,590)
5,604 5,909 1,455
13,333 34,233 34,796
116,628 107,834 30,416
(42,079) (39,137) (15,325)
(13,713) (14,692) (10,279)
60,836 54,003 4,812
{19,590 — —
24,047 — —
84,883 54,005 4,812
(30,950} — —
$ 53,833 $ 54,005 § 4812
$ 113 $ 100 § 08
45 — —

(.58) —_ —

$ 100 § 100 § 08
$ L3 $ 100 $ 08
45 — —

(.58) — —

$ 100 $ 100 $ 08
53,833 53,833 60,971
53,833 53,833 61,278

The accompanying Notes to Consolidated Financial Statements are an integral part of these statements.
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INTERNATIONAL SPECIALTY PRODUCTS INC.
CONSOLIDATED BALANCE SHEETS

Current Assets:
Cash and cash equivalents ... ... o o i e
Investments in trading SeCUrities . ... ... oo e
Investments in available-for-sale securities .......... . i
Investments in held-to-maturity securities ......ooooe v
Other short-term IMVESIIIENTS ..o v vttt et et i e e e ercar it aaanne s nes
Accounts receivable, trade, less reserve of $2,724 and $2,789 ........... ... ...
Accounts receivable, Ol ... e e
Receivable from related parties, Net ... .. ... ivi i i
BER= 0100 u = TR P O PP
81 31S e i pa - (| B s AR T T R

N0 BT (=) 1A - = SR O

Property, plant and equipment, Net ...........ovtiitiiiii i

Excess of cost over net assets of businesses acquired, net of accumulated
amortization of $118,319 and $133,344 ... ....... ... ..

L=l LT I

1 LT - S P AP

LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities:
Short-term debt ... ... . e e e
Current maturities of long-term debt .. .......... .o
Accounts payable ... ... e e e
ACCIUEd HabilIIES oot oot et et e e e
1 T0 0 T T =7

Total Current Liabilities .......... .o e
Long-term debt less current maturities .. . ... ..ot iin e e iiiie i,
Deferred IMCOME LAXES . .. oot vit e et s e et e st aaia e eans
Other Labilities. ... ..o o e i e e e
Minority interest in subsidiary ... o s

Commitments and CoOntingencies . ... . i i e et ie s
Stockholders’ Equity:
Preferred stock, $.01 par value per share; 20,000,000 shares authorized; no shares

T P
Common stock, $.01 par value per share; 300,000,000 shares authorized,
53,833,333 and 69,546,456 shares issued ...
Additional paid-in capital ... .. .. o e
Treasury stock, at cost—735,7d4 shares . ..................... o
Retained earnings ... coovii it e e
Accumulated other comprehensive income (loss} ........ ... oL
Total Stockholders’ Equity .. ... ..o
Total Liabilities and Stockholders’ Equity..........cooviiveiiinii et

December 31,
1997 1998
{Thousands)
$ 20495 $§ 24,638
67,493 67,333
140,812 233,625

311 12,287
26,682 41,708
67,077 82,227
25,288 21,748
4,124 7,769
119,910 138,888
16,773 19,624
489,415 649,847
518,922 553,195
409,886 526,928
67,457 35,653

$1,485680 $1,765,623
$ 39076 § 87,937

684 583
46,283 61,722
74,092 84,534
7,200 8,417
167,335 243,193
798,762 896,095
67,918 60,282
63,493 64,330
126,331 —_

538 695
212,413 489,285

—_ (B,388)
40,080 44,892
8,810 (24,761
261,841 501,723

$1,485,680 $1,765,623

The accompanying Notes to Consolidated Financial Statements are an integral part of these statements.
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INTERNATIONAL SPECIALTY PRODUCTS INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
Year Ended December 31,

Cash and cash equivalents, beginning of year ...................00ie.

Cash provided by operating activities:
INEE IMCOME . . v ot et r e et s e e ar e sttt carcnany
Adjustments to reconcile net income to net cash provided by
operating activities:
Income from discontinued operations ...............co v,
Extraordinary 1085 .....vovre it e e
Provision for restructuring and impairment loss................
Depraciation .. ...t e
Goodwill amortization . ....... ... i e
Deferred INCOME tAXES ..o v v it e e
(Increase) decrease in working capital items ............... ..ot
Purchases of trading SECUMtes. ..o iiiniiir ey
Proceeds from sales of trading securities ...................oveiii
Decrease in other @85818 .. ..\ uvvi v riiiiiiiarinte e anccirnonany
Increase (decrease) in other labilities . .....................o0ih.
Change in net receivable from/payable to affiliates . ................
Change in cumulative translation adjustment.................... ...
Change in minority interest in subsidiary ....................... ...
Other, Met ...t e e

Net cash provided by operating activities . ....................ooo0is,

Cash used in investing activities:
Capital expenditures and acquisitions ...................ccooiien,
Proceeds from sale-leaseback transaction ...................coovus,
Proceeds from sale of @ssets .. ..o iinrvea i,
Proceeds from sale of discontinued operation . ..............o.o s,
Other cash used in discontinued operations . .......................
Purchases of available-for-sale securities ,.......cvveriireirinninn,
Purchases of held-to-maturity securities ............ ... ..covvie,
Purchases of other short-term investments ......oovvveeeieeeinen,
Proceeds from sales of available-for-sale securities .. ..............,
Proceeds from held-to-maturity securities, ., ...........cocoiinine,

Net cash used in investing activities ......... .. cooiiiiiinineran,

Cash provided by (used in) financing activities:
Proceeds from sale of accounts receivable .. .......................
Increase (decrease) in short-term debt. ... v i i e iinnn.
Proceeds from issuance of long-term debt ........... .............
Tender Offer of G-I Holdings Discount Notes ..........c..covvvnn.
Repurchase of Discount Notes by G-I Holdings....................
Increase (decrease) in borrowings under revolving credit facility. ...,
Other increase (decrease) in long-term debt, net....................
Decrease in loans from affiliate ...... ... ... ... ... .. ..........
Financing fees and expenses ... iiiiiieiiiiennnne s,
Repurchases of common stock ... o i i
Subsidiary’s repurchases of common stock .......coveviriiiieniin
Dividends and distributions to parent company.....................

199 1997 1998
{Thousanis)

5 14080 § 17,938 20,495
53,933 54,005 4,812
(24,097) — —
30,950 -— —
— — 73,049
38,279 41,877 50,063
13,200 13,294 15,025
(2,494) 28,570 (6,816)
2,532 (18,925) (5,310)
(43,236) (196,513) (223,062)
47,901 119,864 272,027
385 2,200 3,129

(30) 9,702 135
(14,665) 1,112 (3,645)
(6,943) (6,238) 2,975
12,360 13,552 8,730
(561} (7,967) (5,281)
107,563 54,533 186,831
(54,587) (68,055 (166,040)
— — 56,050

— — 2,400
89,464 — —
(84,655) — —
(339,472 {301,207y (671,842)
(14,331) (1,623) (12,287
(16,550) — (10,000
301,851 344,408 477,014
16,972 3,289 311
(101,308) (23,788)  (324,394)
2,000 — 4,000
{14,249) 16,794 48,861
324,003 — —
{376,343) — —_
178,861 — —
29,625 (35,425) 97,600
543 (153) (643)
(117,834} — —
(8,642) {790) (174)
- — (9,326)
(15,134) (10.240) —
(68,049) — —
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INTERNATIONAL SPECIALTY PRODUCTS INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS—(Continued)

Year Ended December 31,

1596 1597 199%
(Thousands)
Capital contribution from parent company ...........oooviirveee o 61,558 — —
04115 N0 | 1= D 1,176 1,626 1,388
Net cash provided by (used in) financing activities ................... (2,397) (28,188) 141,706
Net change in cash and cash equivalents ........................000s 3,858 2,557 4,143
Cash and cash equivalents, end of year............ocoooviiinn s $ 17,938 § 20,495 $ 24,638
Supplemental Cash Flow Information:
Effect on cash from (increase) decrease in working capital items*:
Accounts receivable . ... ... ..o e $ (8,884) % (12,655) § 2,581
INVEIEOTIES o vt e ettt ettt e e vy et s e {575) (11,137) (11,894)
Other CUMENt ASSEES . .. .o vttt v itees s rr e e aennaniraniere (967) (2,547 778
Accounts payable . .......... . e 1,712 3,694 8,985
Accrued ligbilities ......o. v e e 11,511 4,989 (6,759)
INCOME LAKES « . o\ vttt e e rt et e s v e (265) {1,269) 995
Net effect on cash from (increase) decrease in working capital items... $ 2,532 § (18,925) § (5.310)
Cash paid during the period for:
Interest (net of amount capitalized) .................co0i i ian $ 33583 § 71,512 % 76,615
Income taxes paid (refunded) (including taxes paid pursuant to the
Tax Sharing Areement). . ......ovviereioe e iiiaiieiinearons 61,701 (1,755) 22,109
Acquisition of remaining 50% interest in GAF-Hiils Chemie GmbH
joint venture, net of $23,732 cash acquired**:
Fair market value of assets acquired ............................ $ 48,003
Purchase price of acquisition........oovviviiii i 23,381
Liabilities assumed. ... ... vt e $ 24,622

* Working capital items exclude cash and cash equivalents, short-term investments, short-term debt and
payables to and receivables from related parties. Working capital acquired in connection with acquisitions is
reflected within ‘*Capital expenditures and acquisitions.”” The effects of reclassifications between noncurrent
and current assets and liabilities are excluded from the amounts shown above. In addition, the increase in
accounts receivable shown above does not reflect the cash proceeds from the sale of the Company’s domestic
trade accounts receivable (see Note 6); such proceeds are reflected in cash from financing activities. As
discussed in Note 9, in October 1996, the Company issued $199.9 million of its 9 3/4% Senior Notes due
2002 in a noncash exchange offer for G-I Holdings® Series B 10% Senior Notes due 2006.

** The Company had a 50% equity interest in the cash held by the joint venture prior to the acquisition, which
was classified within Other Assets on the Consolidated Balance Sheet.

The accompanying Notes to Consolidated Financial Statements are an integral part of these staterents.
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INTERNATIONAL SPECIALTY PRODUCTS INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

Capltal
Stock and Accumulated Retained
Additicnal Treasury Other Earnings
Paid-In Stack Comprehensive {Accumulated Comprehensive
Capital  at Cost  Income (Loss) Deficit) Income (Lass)
(Thonsands}
Balance, December 31, 1995 . ... o i i e 556342 § — § 14,556 ¥ —_
Comprehensive income, year ended December 31, 1996:
b= T2 ' - — — — 53,933 $ 53,933
Other comprehensive income, net of tax:
Unrealized holding gains, net of income taxes of $4,193 .......... .. 6,283 6,293
Less: Reclassification adjustment for gains included in net income, net
of income taxes of 33,048 .. ... . o 4,961 4,961
Unrealized gains on available-for-sale securities ... ................ — — 1,332 — 1,332
Translation adjustment .. .. ... ... o i e _— —_ (6,943) — {(6,943)
Minimum pension lability adjustment ... ... ... ... o — —_ 1,207 — 1,207
Comprehensive INCOMIE v\ v vv v e $ 49,529
Dividends and distributions to parent company .. ..........00iveien.... — — m (67.858)
Capital coniribution from parent company ... ... ... o 61,683 -— — —
Reclassification to additional paid-in capital of the excess of purchase price
over the adjusted historical cost of predecessor company shares .. ...... (72,605} — — —
Effect of exercises of subsidiary’s stock options .. .. ................. .. 717 - — —
Effect of subsidiary’s issuances of stock and options as incentives ... ... .. 289 — — —
Balance, December 31, 1996 . ... .. ..o e $ 40426 $§ —  $10,152 $(13,925)
Cormprehensive income, year ended December 31, 1997:
NE IIEDIMIE .. oottt et e et et e e e — — — 54,005 $ 54,005
Other comprehensive income, net of tax:
Unrealized holding gains, net of income taxes of $7,849 ............ 16,467 16,467
Less: Reclassification adjustment for gains included in net income, net
of income taxes of B4, 781 . .. 10,834 10,834
Unrealized gains on available-for-sale securities ... ............. ... —-— — 5.633 5,633
Translation adjustent .. ........ ... . il — — (6,238) (6,238)
Effect of Separation Transactions on components of accumulated other
comprehensive income {loss). . ... ...l — — (155) — (1535)
Minimum pension liability adjustment ... ... ... ... ... ..., — — {582) = (582)
Comprehensive income ...... ... ... ... ... .ol $ 52,663
Effect of Separation Tramsactions . ... ......oeivrt it iienrenensons, 165,840 — — —
Effect of purchases of treasury stock .. ....... . ... oo (1,851) — — —
Effect of exercises of subsidiary’'s stock options . ...................... 1,945 — — —
Effect of subsidiary's issuances of stock and options as incentives .. ... ... 391 — — —
Balance, December 31, 1997 ... . . L e $212951 % — % §3810 $ 40,080
Comprehensive income (loss), year ended December 31, 1998:
Netineome .. ... e — — — 4,812 $ 4812
Other comprehensive income (loss), net of tax:
Unrealized holding losses, net of income tax benefit of $600 ...... .. (5,546) {5,546)
Less: Reclassification adjustment for gains included in net income, net
of income taxes of $13,322 . ... .. ... ... .. ...l 26,782 26,782
Unrealized losses on available-for-sale securities . .., ............ ... — — (32,328) — {32,328)
Tramslation adjustment . ... ... oo — — 2975 — 2,975
Effect of the Merger on components of accumulated other
comprehensive income (1083) ... .. ... L e — — (196) — {196)
Minimum pension liability adjustment ........... ... ... ... ... ... — —_ 4,022y — (4,022)
Comprehensive income (loss) ............ ... L $(28,759)
Repurchases of common stock of 1SP Holdings ........ ... ............ — {1,312y — —
Effect of the Merger. .. ... ... .. o0 i e i i e 275982 1312 - —_
Repurchases of common stock—R816,300 shares ....................... —  (9,326) — -
[ssuances under stock option plan-—80,556 shares.. ... ... .............. — 938 — —
Excess of proceeds over cost of treasury stock issved ..., ... ...... ... 1,570 — — —
Effect of exercises of subsidiary’s stock options . ...................... 2,019 — — —_
Bffect of issuances of stock options as incentives ...................... 1,496 — — —
Balance, Decermber 31, 1998 ... ... . . 3489,980 §(8,388)  5(24,761) 3 44,892

The accompanying Notes to Consolidated Financial Statements are an integral part of these statements.
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INTERNATIONAL SPECIALTY PRODUCTS INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1, Formation of the Company and Merger of International Specialty Products Inc. into ISP
Holdings Inc.

On July 15, 1998, International Specialty Products Inc. (<‘Old ISP”’) merged (the ‘‘Merger”’) with and into
ISP Holdings Inc. (“ISP Holdings™). In connection with the Merger, ISP Holdings changed its name to
International Specialty Products Inc. (the ‘‘Company’’). In the Merger, each outstanding share of Old I1SP's
common stack, other than those held by ISP Holdings, was converted into one share of common stock of the
Company, and the outstanding shares of ISP Holdings’ common stock were converted into an aggregate of
53,833,333 shares (or approximately 78%) of the outstanding shares of common stock of the Company. The
financial statements presented herein for periods prior to the Merger represent the results of the former ISP

Holdings.

As a result of the Merger, the Company incurred $12.8 million of charges against operating income in 1998,
consisting of a $7.9 million charge in connection with the termination of ISP Holdings’ stock appreciation rights
and preferred stock option programs, a $2.6 million charge related to purchase accounting adjustments and
$2.2 million of other expenses relating to investment banking, legal and other fees.

Prior to January 1, 1997, ISP Holdings was a wholly-owned subsidiary of GAF Corporation (**GAF"’). ISP
Holdings was formed on August 6, 1996 and 10 shares of its common stock were issued to GAF in exchange for
all of the capital stock of G-I Holdings Inc. (‘G-I Holdings’'), which resulted in G-I Holdings becoming a direct
wholly-owned subsidiary of ISP Holdings.

The accompanying Consolidated Financial Statements have been prepared on a basis which retroactively
reflects the formation of ISP Holdings, as discussed above, for all periods presented. The net income for each
period presented up to the date ISP Holdings was formed has been reflected as dividends and/or distributions ta

GAF.

On January 1, 1997, GAF effected a series of transactions (the ‘‘Separation Transactions’') that resulted in,
among other things, the capital stock of ISP Holdings being distributed to the stockholders of GAF. As a result of
such distribution, ISP Holdings and Old ISP are no longer direct or indirect subsidiaries of GAF. Conversely, the
assets and liabilities of the other wholly-owned subsidiaries of G-I Holdings, including Building Materials
Corporation of America (““BMCA'"), U.S. Intec, Inc. (**U.S. Intec’’), and GAF Fiberglass Corporation
{**GFC’’"), are no longer included in the consolidated assets and liabilities of the Company.

Accordingly, the results of operations and assets and liabilities of G-I Holdings, BMCA, U.S. Intec and
GFC, as well as GAF Broadcasting Company, Inc. (whose assets were sold in August [996), have been classified
as “‘Discontinued Operations’ within the financial statements for all periods presented prior to the Separation
Transactions.

The Company is engaged principally in the manufacture and sale of a wide range of specialty chemicals,
mineral products and filter products. See Notes 13 and 14 for a description of and financial information relating
to the Company’s business segments and foreign and domestic operations.

See Note 13 for information related to discontinued operations.
Note 2. Summary of Significant Accounting Policies

Principles of Consolidation

All subsidiaries are consolidated and intercompany transactions have been eliminated.

Financial Statement Estimates

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make certain estimates. Actual results could differ from those estimates. In the opinicn of
management, the financial statements herein contain all adjustments necessary to present fairly the financial
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INTERNATIONAL SPECIALTY PRODUCTS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Note 2. Summary of Significant Accounting Policies—(Continued)

position and the results of operations and cash flows of the Company for the periods presented. The Company has
a policy to review the recoverability of long-lived assets and identify and measure any potential impairments. The
Company does not anticipate any changes in management estimates that would have a material impact on

operations, liquidity or capital resources,

Short-term Investmenis

For securities classified as ‘‘trading’’ (including short positions), unrealized gains and losses are reflected in
income. For securities classified as ‘‘available-for-sale,”* unrealized gains and losses, net of income tax effect,
are included in a separate component of stockholders’ equity, ‘‘Accumulated other comprehensive income
(loss),”’ and amounted to $8.0 and $(24.0) million as of December 31, 1997 and 1998, respectively. Investments
classified as “‘held-to-maturity”” securities are carried at amortized cost in the Consolidated Balance Sheets.

Included in “‘Investments in available-for-sale securities” at December 31, 1998 is a $136.3 million
investment (based on market value) in Life Technologies, Inc. Such investment represents approximately 15% of
the total cutstanding common stock of Life Technologies, Inc.

“*QOther income, net,’” includes $20.7, $46.7 and $43.2 million of net realized and unrealized gains on
securities in 1996, 1997 and 1998, respectively. The determination of cost in computing realized gains and losses
is based on the specific identification method.

As of December 31, 1997 and 1998, the market value of the Company’s equity securities held long was
$207.0 and $320.7 million, respectively, and the Company had $29.5 and $82.4 million, respectively, of short
positions in common stocks, based on market value. As of December 31, 1997 and 1998, the market value of the
Company’s held-to-maturity securities was $0.3 and $12.3 million, respectively. The Company enters into
equity-related financial instruments with off-balance-sheet risk as a means to manage its exposure to market
fluctuations on its short-term investments, As of December 31, 1998, the value of equity-related short contracts
was $276.7 million, while the value of equity-related long contracts was $56.1 million, both of which are
marked-to-market each month, with unrealized gains and losses included in the results of operations. The market
values referred to above are based on quotations as reported by various stock exchanges and major broker-
dealers, With respect to its investments in securities, the Company is exposed to the risk of market loss.

“Other short-term investments’’ are investments in limited partnerships which are accounted for by the
equity method. Gains and losses are reflected in *‘Other income, net.”’ Liquidation of partnership interests
generally require a 30 to 45 day notice period.

Cash and cash equivalents include cash on deposit and debt securities purchased with original maturities of
three months or less.
Inventories

Inventories are stated at the lower of cost or market. The LIFO (last-in, first-out) method is utilized to
determine cost for a substantial pertion of the Company’s domestic inventories. All other inventories are
determined principally based on the FIFQ (first-in, first-out) method.

Property, Plant and Eqguipment

Property, plant and equipment is stated at cost less accumulated depreciation. Depreciation is computed
principally on the straight-line method based on the estimated economic lives of the assets. The Company uses an
economic life of 10-20 years for land improvements, 40 years for buildings, and 3-20 years for machinery and
equipment, which includes furniture and fixtures. Certain interest charges are capitalized during the period of
construction as part of the cost of property, plant and equipment.

F-19

G-I_EPA0010689



INTERNATIONAL SPECIALTY PRODUCTS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Note 2. Summary of Significant Accounting Policies—(Continued)
Foreign Exchange Contracts

The Company enters into forward foreign exchange instruments with off-balance-sheet risk in order to
hedge a portion of both its borrowings denominated in foreign currency and its firm or anticipated purchase
commitments related to the operations of foreign subsidiaries. Gains and losses on instruments used to hedge firm
purchase commitments are deferred, and amortization is included in the measurement of the foreign currency
transactions hedged. Gains and losses on instruments used to hedge anticipated purchases are recognized within

“*Other income, net,*’

Forward contract agreements require the Company and the counterparty to exchange fixed amounts of U.S.
dollars for fixed amounts of foreign currency on specified dates. The market value of such contracts varies with
changes in the market exchange rates. The Company is exposed to credit loss in the event of nonperformance by
the counterparties to the forward contract agreements. However, the Company does not anticipate
nonperformance by the counterparties. The Company does not generally require collateral or other security to
support these financial instruments.

As of December 31, 1997 and 1998, the U.S. dollar equivalent fair value of outstanding forward foreign
exchange contracts was $151.6 and $90.8 million, respectively, and the amount of net unrealized gains (losses)
on such instruments was $1.4 and ($4.4) million at December 31, 1997 and 1998, respectively. All forward
contracts are in major currencies with highly liquid markets and mature within one year. The Company uses
quoted market prices obtained from major financial institutions to determine the market value of its outstanding
forward exchange contracts. In addition, the U.S. dollar equivalent fair value of foreign exchange contracts
outstanding as of December 31, [997 and 1998 entered into as a hedge of non-local currency intercompany loans
was $24.9 and $18.4 million, respectively, representing 100% of the Company’s foreign currency exposure with
respect to such loans.

The Company continually menitors its risk from the effects of foreign currency fluctuations on its operations
and on the derivative products used to hedge its risk, The Company utilizes real-time, on-line foreign exchange
data and news as well as evaluation of economic information provided by financial institutions. Mark-to-market
valuations are made on a regular basis, Hedging strategies are approved by senior management before being
implemented.

Foreign Currency Translation

Assets and liabilities of foreign subsidiaries, other than those located in highly inflationary countries, are
translated at year-end exchange rates. The effects of these translation adjustments are reported in a separate
component of stockholders’ equity, ‘‘Accumulated other comprehensive income (loss),”’ and amounted to $1.4
and $4.0 million as of December 31, 1997 and 1998, respectively. Income and expenses are translated at average
exchange rates prevailing during the year. Exchange gains and losses arising from transactions denominated in a
currency other than the functional currency of the entity involved, and translation adjustments of subsidiaries in
countries with highly inflationary economies, are included in **Qther income, net'".

Excess of Cost Qver Net Assets of Businesses Acguired (‘Goodwill”’)

Goodwill, which arose principally from the 1989 management-led buyout (the ‘‘Acquisition’’) of the
predecessor company to the Company’s former parent company, GAF, and as a result of the Merger (see Note 1),
is amortized on the straight-line method over a period of approximately 40 years, The Company believes that the
goodwill is recoverable. To determine if goodwill is recoverable, the Company compares the net carrying amount
to undiscounted projected cash flows of the underlying businesses to which the goodwill pertains. If goodwill is
not recoverable, the Company would record an impairment based on the difference between the net carrying
amount and fair value,
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Note 2. Summary of Significant Accounting Policies—(Continued)
Debt Issuance Costs

Debt issuance costs are amortized to expense over the life of the related debt.

Interest Rate Swaps

Gains (losses) on interest rate swap agreements (‘‘swaps’’) are deferred and amortized as a reduction
(increase) of interest expense over the remaining life of the debt issue with respect to which the swaps were

entered.

Research and Development

Research and development costs are charged to operations as incurred and amounted to $25.4, $27.3 and
$26.3 million for 1996, 1997 and 1998, respectively.

Earnings per Common Share

In February 1997, the Financial Accounting Standards Board (the *“FASB’") issued Statement of Financial
Accounting Standards (‘‘SFAS’') No. 128, “‘Earnings per Share'', which requires the Company to present Basic
Earnings per Share and Diluted Earnings per Share. Earnings per share data for all periods prior to the Merger are
calculated based on the 53,833,333 shares of the Company’s common stack held by ISP Holdings’ stockholders.
For periods subsequent to the Merger, ‘‘Basic Earnings per Share’ are calculated based on the total weighted
average number of shares of the Company’s common stock outstanding during the period. ‘‘Diluted Earnings per
Share’* for periods subsequent to the Merger give effect to all potential dilutive common shares outstanding
during the period under the Company’s 1991 Incentive Plan for Key Employees and Directors (see Note 11).

Investment in Joint Venture

Prior to April 1, 1998, the Company had a 50% equity ownership in GAF-Hiils Chemie GmbH (*‘GhC”’), a
joint venture which operated a chemical manufacturing plant in Germany, and was accounted for by the equity
method. Effective April 1, 1998, the Company acquired the remaining 50% interest in GhC (see Note 5). The
Company's equity in the net assets of GhC was $34.3 million as of December 31, 1997, and is included in
“*Other assets.’’ Dividends received by the Company from GhC totaled $5.7, $6.3 and $8.1 million for 1996,
1997 and 1998, respectively.

Environmental Liability

The Company, together with other companies, is a party to a variety of proceedings and lawsuits involving
environmental matters. The Company estimates that its liability in respect of such environmental matters, and
certain other environmental compliance expenses, as of December 31, 1998, is $20.0 million, before reduction
for insurance recoveries reflected on its balance sheet of $10.7 million. The Company’s liability is reflected on an
undiscounted basis. See Note 16 for further discussion with respect to environmental liabilities and estimated
insurance recoveries.

Accumulated Other Comprehensive Income (Loss)

In June 1997, the FASB issued SFAS No. 130, ‘‘Reporting Comprehensive Income,’” which establishes
standards for reporting comprehensive income and its components in annual and interim financial statements.
The Company adopted SFAS No. 130 as of January 1, 1998 and has reclassified financial statements for earlier
periods. In the Company’s case, comprehensive income includes net income, unrealized gains and losses from
investments in available-for-sale securities, net of income tax effect, foreign currency translation adjustments,
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Note 2. Summary of Significant Accounting Policies—(Continued)

and minimum pension liability adjustments. The Company has chosen to disclose Comprehensive Income in the
Consolidated Statements of Stockholders’ Equity.

Changes in the components of **Accumulated other comprehensive income (loss)™” for the years 1996, 1997
and 1998 are as follows:

Unrealized Cumulative
Galns (Losses) Foreign Minimum Accumulated

on Available Currency Fension Other
for-Sale Translation Liability Comprehensive
Securities Adjustment  Adjustment  Income (Loss)
(Thousands)

Balance, December 31, 1995.............. $ 1,750 $14,096 $(1,290) $ 14,556
Change for the year 1996................. 1,332 (6,943) 1,207 (4,404)
Balance, December 31, 1996..._........... $ 3,082 § 7,153 $ (83) $ 10,152
Change for the vear 1997................. 4925 (5,768) {499) (1,342)
Balance, December 31, 1997 .............. $ 8007 $ 1,385 $ (582) $ 8,810
Change for the year 1998................. (32,044) 2,606 (4,133) {33,571)
Balance, December 31, 1998.............. $(24,037) $ 3,991 $(4,715) $(24,761)

New Accounting Standard

In June 1998, the FASB issued SFAS No. 133, “Accounting for Derivative Instruments and Hedging
Activities.”” SFAS No. 133 establishes accounting and reporting standards requiring that every derivative
instrument be recorded in the balance sheet as either an asset or liability measured at its fair value. SFAS No. 133
requires that changes in the derivative’s fair value be recognized currently in earnings unless specific hedge
accounting criteria are met. Special accounting for qualifying hedges allows a derivative's gains and losses to
offset related results on the hedged item in the income statement,

SFAS No. 133 is effective for fiscal years beginning after June 15, 1999, but may be adopted earlier. The
Company has not vet determined the effect of adoption of SFAS No. 133 and has not determined the timing or
method of adoption of the statement. Adoption of SFAS No. 133 could increase volatility in earnings and other
comprehensive income.

Note 3. Provision for Restructuring and Impairment Loss

The Company announced in January 1999 that it was shutting down its butanediol production unit at its
Calvert City, Kentucky manufacturing facility. The decision to shut down this production unit, the Company’s
highest-cost butanediol production, resulted from significant adverse changes in the butanediol market and the
Company’s acquisition of the remaining 50% interest in GhC (see Note 5). Accordingly, the Company recorded a
one-time restructuring charge against operating income of $42.7 million, as detailed below.

In conjunction with the decision to shut down the butanediol production unit in Calvert City, the Company
also reviewed its butanediol production assets at its Texas City and Seadrift, Texas manufacturing facilities to
determine if the carrying amount of such assets was recaverable. As a result of determining that the expected
undiscounted cash flows of the assets is less than their carrying amount, the Company recognized an impairment
loss of $16.6 million to write down these assets to fair value.

Prior to acquiring the remaining 50% interest in GhC, the Company intended to acquire or develop a
European manufacturing facility to meet the needs of the Company’s European business. Costs incurred in
previous years for this project totaled $10.7 million and were included in “‘Construction in progress’ at
December 31, 1997. Such costs represented site evaluation, engineering, infrastructure and future technology.
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Note 3. Provision for Restructuring and Impairment Loss—{Continued)

Based on the Company’s decision to discontinue this project as no longer needed as a result of the adverse
changes in the butanediol market and the GhC acquisition, these costs are no longer recoverable and were written

off in the fourth quarter of 1998,

In the third quarter of 1998, the Company reserved $3.0 million for the consolidation of offices in its
European operations, consisting of $0.5 million for severance related to 52 terminated employees in the sales and
marketing, finance and accounting, and the supply chain departments, $1.7 million for lease obligations and
$0.8 million for the relocation of headquarters operations and other related expenses. As of December 31, 1998,
this accrual had a remaining balance of $1.8 million.

Following is a detail of the $73.0 million provisicn for restructuring and impairment loss:

(Millicas)

Write-off of Calvert City production assets ......................... $22.1
Impairment loss on Texas City and Seadrift assets .................. 16.6
Write-off of goodwill related to the butanediol business ............. 13.1
Write-off of fixed asset costs related to the terminated European

EXPANSION PrOJECE « v v vttt it ettt i e e 10.7
Accrual for decommissioning, demolition and remediation costs...... 4.7
Accrual for severance COSIS ... ..o veu it vt et 0.9
Accrual for costs related to termination of raw material contracts and

other related cOStS .. ... oot e e 1.9
Accrual for consclidation of European offices ...................... _ 30
Total Provision ... i e $73.0

Of the total $70.0 million provision recorded in the fourth quarter of 1998, $7.5 million represents cash costs
to be incurred, mainly in 1999, including severance costs of $0.9 million for 41 terminated employees who were
operators and supervisors in the butanediol production unit that was shut down. As a result of the write-off of
property, plant and equipment and goodwill, the Company estimates that its depreciation expense will be lowered
by approximately $4.5 million per year and that goodwill amortization will be lowered by approximately
$0.4 million per year.

Note 4. Income Taxes

Income tax (provision) benefit for continuing operations consists of the following:
Year Ended December 31,

w6 1y m
(Thousands}
Federal:

L 5 1 o $(35,743) § (2957) % (81%)
Deferred .. ..o 2,071 {27,832) 6,598
Total Federal ..........c0 it (33,672) (30,789 5,783
Foreign-current . .......oo.vuvi i e e s (6,648) (5,394) (19.919)

State and local:
CUITEME et e e e e e (2,182) (2,216) (1,407)
Deferred ... 423 (738) 218
Total state and local ............cocovviioen i, (1,759) (2,954) (1,189
Income tax provision............ ... i $(42,079) $(39,137) $(15,325)
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Note 4, Income Taxes—(Continued)

The differences between the income tax provision computed by applying the statutory Federal income tax
rate to pre-tax income, and the income tax provision reflected in the Consolidated Statements of Income are as

follows:
Year Ended December 31,

196 1597 1998
{Thousands)
Statutory ax ProVISION ... ..ovvevioiierani e $(40,820) $(37,742) $(10,646)
Impact of:
FOreign OPerations . .....vuvuvveearnirneraeiiiinienons 1,848 2,541 1,916
State and local taxes, net of Federal benefits ................. (1,143) (1,920 774
Nondeductible goodwill amortization ................ooiins (4,620) (4,611) (9,858)
Percentage depletion . .........ooiiiiiii i 1,668 1,680 1,929
OUREL, MEL . v vt v et ettt e e e et iaa e 988 915 2,108
Income tax ProViSION . .. .....c.vvuviiveereaimnerin i $(42,079) $(39,137) $(15,325)
The components of the net deferred tax liability are as follows:
December 31,
97 1998
{Thousands)
Deferred tax liabilities related to:
Property, plant and equipment . ... ..oovvevnviriianiiiienans $93,603 §95776
L0131, S P 2,201 —
Total deferred tax liabilities ............ ..ot 95,804 95,776
Deferred tax assets related to:
Expenses not yet deducted for tax purposes. ... ........c..v.n. (13,558) (12,323)
Deferred IMCOME .. ..ottt vetter et raennns (11,092) (499)
Foreign tax credits not yet utilized under the Tax Sharing
AGEEEIMBNL L ..ottt vt et et v (4.341) —
Carryover AMT and R&Drcredits .............oooviiiiiivnnn, — (7,802)
0= O S (5,749) (25,222)
Total deferred taX ASSEtS ... vv vt et eirnrn e iy (34,740)  (45,846)
Net deferred tax liability ..........coiiiii i iinens 61,064 49,930
Deferred tax assets reclassified to other current assets ............ 6,854 10,352
Noncurrent deferred tax lability ..., $ 67918 § 60,282

The Company was a party to tax sharing agreements with members of the GAF consolidated group (the
“GAF Group’™). As a result of the Separation Transactions, the Company is no longer included in the
consolidated Federal income tax returns of GAF, and therefore, such tax sharing agreements are no longer
applicable with respect to the tax liabilities of the Company for periods subsequent to the Separation
Transactions. The Company remains obligated, however, with respect to tax liabilities imposed or that may be
imposed for periods prior to the Separation Transactions. Among other things, those tax sharing agreements
provide for the sharing of the GAF Group’s consolidated tax liability based on each member’s share of the tax as
if such member filed on a separate basis. Accordingly, a payment of tax would be made to GAF equal to the
Company's allocable share of the GAF Group's consolidated tax Hability. Alternatively, the Company would be
entitled to refunds if losses or other attributes reduce the GAF Group’s consclidated tax liability. Moreover,
foreign tax credits generated by the Company not utilized by GAF will be refunded by GAF or its subsidiary to
the Company, if such credits expire unutilized upon termination of the statute of limitations for the year of
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Note 4. Income Taxes—(Continued)

expiration. Furthermore, those tax sharing agreements provide for an indemnification to the Company for any tax
liability attributable to another member of the GAF Group,

On September 15, 1997, GAF received a notice from the IRS of a deficiency in the amount of $84.4 million
{after taking into account the use of net operating losses and foreign tax credits otherwise available for use in
later years) in connection with the formation in 1990 of Rhéne-Poulenc Surfactants and Specialties, L.P. (the
“‘surfactants partnership’”), a partnership in which GFC, a subsidiary of GAF, holds an interest. The claim of the
IRS for interest and penalties, after taking into account the effect on the use of net operating losses and foreign
tax credits, could result in GAF incurring liabilities significantly in excess of the deferred tax liability of $131.4
million that it recorded in 1990 in connection with this matter. GAF has advised the Company that it believes that
it will prevail in this matter, although there can be no assurance in this regard. The Company believes that the
ultimate disposition of this matter will not have a material adverse effect on its business, financial position or
results of operations. GAF, G-I Holdings and certain subsidiaries of GAF have agreed to jointly and severally
indemnify the Company against any tax liability associated with the surfactants partnership, which the Company
would be severally liable for, together with GAF and several current and former subsidiaries of GAF, should
GAF be unable to satisfy such liability.

Note §, Acquisitions

Effective April 1, 1998, the Company acquired the remaining S0% interest in GhC, its joint venture with
Hiils AG. GhC consists of a manufacturing facility that produces primarily butanediol and tetrahydrofuran. As
part of the transaction, the Company also acquired Hiils' production facility that supplies GhC with acetylene, its
primary raw material. The results of GhC are included in the Company’s financial statements on a consolidated
basis from the date of acquisition, including sales of $33.0 million for 1998.

In February 1998, the Company acquired Polaroid Carporation’s Freetown, Massachusetts fine chemicals
facility. In connection with the acquisition, the Company entered into a sale-leaseback arrangement for the
facility’s equipment with a third party. The lease has been accounted for as an operating lease, with an initial
term of four years and, at the Company’s option, up to three one-year renewal periods. As part of the acquisition
transaction, the Company entered into a long-term supply and license agreement with Polaroid for the imaging
chemicals and polymers manufactured at the facility and used by Polaroid in its instant film business. The results
of the Freetown facility are included in the Company’s financial statements from the date of acquisition and were
not material to 1998 operations.

Note 6. Sale of Accounts Recejvable

In June 1993 the Company sold its domestic trade accounts receivable, without recourse, for a maximum of
$25 million in cash to be made available to the Company based on eligible domestic receivables outstanding from
time to time. The agreement under which the Company sells its domestic trade accounts receivable was renewed
each year through 1998 for one-year periods on substantially the same terms and conditions, and the maximum
purchase amount was increased in January 1998 to provide for up to $33 million in cash. In January 1999, the
agreement was extended for a six-month period through June 1999. The excess of accounts receivable sold over
the net proceeds received is included in ** Accounts receivable, other.’* The effective cost to the Company varies
with LIBOR or commercial paper rates and is included in *‘Other income, net’’ and amounted to $1.6, $1.8 and
$1.8 million in 1996, 1997 and 1998, respectively,
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Note 7. Inventories

At December 31, 1997 and 1998, $52.0 and $61.8 million, respectively, of domestic inventories were valued
using the LIFO method. Inventories comprise the following:

December 31,
197 1998
{Thousands)
Finished goods . .........cooii i $ 84912 § 87,241
WOTK I PIOCESS . o. v v vt iv et i 20,088 24,862
Raw materials and supplies. .. ..o 18,408 30,065
P 123,408 142,168
Less LIFD I88TVE . . v v viariertitatianiieeaeninaansnerans (3,498) (3,280)
TOVEREOTIES . . oot et e e e $119.910 $138,888
Note 8. Property, Plant and Equipment
Property, plant and equipment comprises the following:
December 31,
1597 1998
(Thousands)
Land and land improvements . .........covveevernrivrsiinienn, $ 72944 % 74,057
Buildings and building equipment..................... oo 87,574 90,530
Machinery and equipment .. ... 509,196 499,160
Construction in PrOZIESS ... c.vvvvrinenrierrrrrararirrrnees 65,651 96,875
Tota] . o e e e 735,365 760,622
Less accumulated depreciation....................... ..., (216,443) (207,427)
Property, plant and equipment, net .............cooviiniiiins, $ 518,922 $ 553,195
See Note 16 for information regarding capital leases.
Note 9. Long-term Debt and Lines of Credit
Long-term debt comprises the following:
December 31,
v 1998
(Thousands)
9% Senior Notes due 2003 .. ... .ot $324,249 $324,378
9%% Senior Notes due 2002 ............ooiiiiiiiiiiniannnnn,, 199,871 199,871
9% Senior Notes due 1999 ...........00o0ii i, 200,000 200,000
Borrowings under revolving credit facility ...................... 35,000 132,600
Obligation on mortgaged property, due 1999.................... 38,125 38,125
Obligations under capital leases (Note 16) ...................... 1,939 1,317
0T 262 387
Total long-term debt. ................ i i 799,446 896,678
Less current maturities . .. ... ..oovuuinv s eee e inanas (684) (583)
Long-term debt less current maturities.......................... $798,762  $896,095
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Note 9. Long-term Debt and Lines of Credit—(Continued)

In October 1996, the Company issued $325 million principal amount of 9% Senicr Notes due 2003 (the
97, Senior Notes™). The net cash proceeds of $317.2 million were utilized to consummate a cash tender offer
(the ““Tender Offer’") for all of the Senior Discount Notes and Series B Senior Discount Notes due 1998 (the

**Discount Notes**} of G-I Holdings.

In October 1996, the Company consummated an offer to exchange (the ‘‘Exchange Offer’’) $1,000 principal
amount of 9%% Senior Notes due 2002 (the ‘‘9%% Senior Notes’”) for each $1,000 principal amount of G-I
Holdings’ Series B 10% Senior Notes due 2006 (the “‘10% Notes’’). Pursuant to the Exchange Offer, an
aggregate amount of $199.9 million of 9%% Senior Notes were issued to the former holders of the 10% Notes.

See Note 135 for additional information.

Holders of the 9% Senior Notes and the 9%% Senior Notes (collectively, the ‘‘Notes’”) have the right to
require the Company to purchase the Notes at a price of 101% of their principal amount, and the Company has
the right to redeem the Notes at their principal amount plus the Applicable Premium (as defined), together with
any accrued and unpaid interest, in the event of a Change of Control (as defined). Under the indentures relating to
the Notes, the incurrence of additional debt and the issuance of preferred stock by the Company would be
restricted unless, subject to certain exceptions, the ratio of consolidated income before income taxes, interest,
depreciation and amortization expense to the consolidated interest expense (as defined) for the most recently
completed four fiscal quarters is at least 2 to 1. For the four quarters ended December 31, 1998, the Company
was in compliance with such test.

In connection with the issuance of the 9% Senior Notes due March 1999 (the ‘‘9% Notes’"), the Company
entered into interest rate swap agreements (*‘swaps’’) with banks in an aggregate noticnal principal amount of
$200 million. In 1993, the Company terminated the swaps, resulting in gains of $25.1 millicn, and entered into
new swaps. The gains were deferred and are being amortized as a reduction of interest expense over the
remaining life of the 9% Notes. As a result of the new swaps, the effective interest cost to the Company of the
9% Notes varies at a fixed spread over LIBOR. During 1997, the Company entered into five-year swaps with
banks in the aggregate notional principal amount of $100 million in order to fix a portion of its interest expense
and reduce its exposure to floating interest rates, These swaps require the Company to pay a fixed rate and
receive LIBOR for a period of five years. In 1998, the Company entered into forward-starting swaps in the
aggregate notional principal amount of $125 million in order to convert $125 million of its exposure to floating
interest rates to fixed rates. As of December 31, 1998, such swaps had a maturity of March 1, 1999. Based on the
fair value of zll of the aforementioned swaps at December 31, 1997 and 1998, the Company would have incurred
losses of $3.3 and $10.2 million, respectively, representing the estimated amount that would be payable by the
Company if the swaps were terminated at such dates,

The Company may be considered to be at risk, to the extent of the costs of replacing such swaps at current
market rates, in the event of nonperformance by counterparties. However, since the counterparties are major
financial institutions, the credit ratings of which are continually manitored by the Company, the risk of such
nonperformance is considered by the Company to be remote.

In July 1996, the Company entered into a new five-year revolving credit facility (the ‘“Credit Agreement’”)
with a group of banks, which provides for loans of up to $400 million and letters of credit of up to $75 million.
Borrowings under the Credit Agreement bear interest at a floating rate (6.23% on December 31, 1998) based on
the banks’ base rate, federal funds rate, Eurodollar rate or a competitive bid rate (which may be based on LIBOR
or meney market rates), at the option of the Company. As of December 31, 1998, letters of credit in the amount
of $7.9 million were outstanding under the Credit Agreement.

The Company has a $38.1 million mortgage obligation, due April 1999, on its headquarters property.
Interest on the mortgage is at a floating rate based on LIBOR. See Note 17.
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Note 9. Long-term Debt and Lines of Credit—(Continued)

Borrowings by the Company, including those under the Credit Agreement, are subject to the application of
certain financial covenants contained in such agreement and in the indentures relating to the Notes. As of
December 31, 1998, the Company was in compliance with such covenants, and the application of such covenants
would not have restricted the amount available for borrowing under the Credit Agreement. The Credit Agreement
and the indentures relating to the Notes also limit the amount of cash dividends, purchases of treasury stock, and
other restricted payments (as defined) by the Company. As of December 31, 1998, under the most restrictive of
such limitations, the Company could have paid dividends and other restricted payments of up to $56.6 million.

The Credit Agreement and the indentures relating to the Notes contain additional affirmative and negative
covenants, including restrictions on liens, investments, transactions with affiliates, sale-leaseback transactions,
and mergers and transfers of all or substantially all of the assets of the Company or its subsidiaries. The Credit
Agreement also provides for a default if there is a change in control (as defined) of the Company.

The Company believes that the fair value of its non-public variable rate indebtedness approximates the book
value of such indebtedness because the interest rates on such indebtedness are at floating short-term rates. The
Credit Agreement also provides for adjustments to the interest rate if there is a change in the credit rating of the
Company. With respect to the Company’s publicly traded debt securities, the Company has obtained estimates of
fair values from an independent source believed to be reliable. The estimated fair value of the 9% Senior Notes as
of December 31, 1997 and 1998 was $335.8 and $341.4 million, respectively, and the estimated fair value of the
9%% Senior Notes as of December 31, 1997 and 1998 was $211.1 and $212.4 million, respectively. The
estimated fair value of the 9% Notes as of December 31, 1997 and 1998 was $205.5 and $201.0 million,

respectively,
The aggregate maturities of long-term debt as of December 31, 1998 for the next five years are as follows:

{Thousands)
1999 ot $ 583
2000 . 415
2000 1. 132,946
2002 .o 200,040
2003 0 324,416

In the above table, 1999 maturities exclude the $200 million of 9% Notes due March 1, 1999 and the
$38.1 million mortgage obligation (see Note 17). Maturities in 2001 include the $132.6 million of borrowings
outstanding under the Credit Agreement as of December 31, 1998, based on the expiration of the Credit
Agreement in July 2001, Maturities in 2002 include the $199.9 million of 9%% Senior Notes. Maturities in 2003
include the $324.4 million of 9% Senior Notes, based on their accreted value as of December 31, 1998,

At December 31, 1998, the Company's foreign subsidiaries had total available short-term lines of credit
aggregating $26.9 million, of which $14.6 million were unused. The weighted average interest rate on the
Company’s short-term borrowings as of December 31, 1997 and 1998 was 5.7% and 5.5%, respectively,
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Note 10. Benefit Plans

Eligible, full-time employees of the Company are covered by various benefit plans, as described below.

Defined Contribution Plan

The Company provides a defined contribution plan for eligible employees. The Company contributes up to
7% of participants’ compensation (any portion of which can be contributed, at the participants’ option, in the
form of the Company’s common stock at a $.50 per share discount from the market price on the date of
contribution), and also contributes fixed amounts, ranging from $350 to $750 per year depending on age, to the
accounts of participants who are not covered by a Company-provided postretirement medical benefit plan. The
aggregate contributions by the Company were $6.4, $7.0 and $8.0 million for 1996, 1997 and 1998, respectively.

Defined Benefit Plans

The Company provides a noncontributory defined benefit retirement plan for certain hourly emplayees (the
“‘Hourly Retirement Plan’"). Benefits under this plan are based on stated arnounts for each year of service. The
Company’s funding policy is consistent with the minimum funding requirements of ERISA.

The Company’s net periodic pension cost (income) for the Hourly Retirement Plan included the following
components:

Year Ended December 31,

96 191 1%
(Thousands}
Service cost. . ..o $ 315 § 284 §$ 313
Interest Cost. . ...t e e 1439 1,481 1,586
Expected return on plan assets. ... ....ovvv i iy (1,733 (2,152 (2,366)
Amortization of unrecognized prior service cost........... 174 174 174
Net periodic pension cost (income) .. ......ocoveevvnen.n. $§ 195 % (213) $ (293

The following tables set forth, for the years 1997 and 1998, reconciliations of the beginning and ending
balances of the benefit obligation, fair value of plan assets, funded status, amounts recognized in the
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Consolidated Balance Sheets and changes in Accumulated Other Comprehensive Income (Loss) related to the

Hourly Retirement Plan:

December 31,
T
(Thousands)
Change in benefit obligation:
Benefit obligation at beginning of year.................... .. .. $20,031 $21,718
S BIVICE OBt vttt vttt et i e e e e 284 313
INIETESE COBE .« . vttt te s s imano e e emsee it an s ne e iarrias 1,481 1,586
ACIUANAL LOSSEE © o\ v ottt ettt i e 755 1,298
Benefits paid ........ovi i (833) {900)
Benefit obligation at end of year .................c i 21,718 24,015
Change in plan assets:
Fair value of plan assets at beginning of year ................... 19,076 21,426
Actual return on plan @ssets ... ..o i 1,833 (358)
Employer contributions . ... 1,350 840
Benefits paid ... ... i e (833) (900)
Fair value of plan assets atend of year .............. ... ... 0. 21,426 21,008
Reconciliation of funded status:
Funded statis . .ot e e (292) (3,007
Unrecognized prior service Cost ...t riiniirinien. . 1,409 1,235
Unrecognized actuarial I08S€s ........ ..ot 693 4,716
Net amount recognized in Consolidated Balance Sheets.......... $ 1,810 $ 2944
Amounts recognized in Consolidated Balance Sheets:
Accrued benefit COSt. ...ttt e $ (292) $(3,007)
Intangible A8Set . ... ... .o i e 1,409 1,235
Accumulated other comprehensive (income} loss . ............... 693 4,716
Net amount recognized .........ovivriiiiie i, $ 1,810 $ 2,944
Change for the year in accumulated other comprehensive (income)
loss:
Change in intangible ass€t ... .. ... ooci it $§ 20§ 174
Change in additional minimum liability ........................ Q01 3,849
171 $ 693 § 4,023

In determining the projected benefit obligation, the weighted average assumed discount rate was 7.25% and
7% for 1997 and 1998, respectively. The expected long-term rate of return on assets, used in determining net
periodic pension cost (income), was 11% for 1997 and 1998.

The Company also provides a nonqualified defined benefit retirement plan for certain key employees.
Expense accrued for this plan was $0.6, $0.6 and $1.0 million for 1996, 1997 and 1998, respectively.

Postretirement Medical and Life Insurance

The Company generally does not provide postretirement medical and life insurance benefits, although it
subsidizes such benefits for certain employees and certain retirees. Such subsidies were reduced or ended as of
January 1, 1997.
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The net periodic postretirement benefit cost included the following components:

Year Ended December 31,
19 1997 1998
{Thousands)
$ 4 3§ 4 § 6

805 752 619
{179)

G BVICE COBE « oot vt tte ettt r ettt e e et
TIEEIESE COSE & vttt v te e s e eii et tr et iaa et e
Amortization of unrecognized prior service €ost ... e (39 Q79

Net periodic postretirement benefit cost ... $770 $577 $446

The following table sets forth, for the years 1997 and 1998, reconciliations of the beginning and ending
balances of the postretirement benefit obligation, funded status and amounts recognized in the Consolidated
Balance Sheets related to postretirement medical and life insurance benefits:

December M,

17 199
{Thousands)

Change in benefit obligation:

Benefit obligation at beginning of year .. ................... .. $ 10,205 $ 10,324

GETVICE COBL ..ttt et ith et it ban et rr et aans 4 6

INTETESE COBL L\ ot it ettt et e em ettt e 752 619

Actuarial (gains) losses .. ......ooviiiriiiii i 214 (968)

Benefits paid .........cooi i e (851) {732)

Benefit obligation at end of vear ............ ..o 10,324 9.249
Change in plan assets:

Fair value of plan assets at beginning of year.................. — —

Employer contributions ..........coverieiiiieiiii i, 851 732

Benefits paid ... e e (851) (732)

Fair value of plan assets atendof year ..................00 0t — —
Reconciliation of funded status:

Funded statis ..o cov i e i e e {10,324) {9,249}

Unrecognized prior S€rvice Cost ........ovvviieniviviiniiiean. (1,333  (L,154)

Unrecognized actuarial losses ..o iiiians. 1,153 185

Net amount recognized in Consolidated Balance Sheets as

accrued benefit cost .. ... . i e $(10,504; $(10,218)

For purposes of calculating the accumulated postretirement benefit obligation, the following assumptions
were made. Retirees as of December 31, 1998 who were formerly salaried employees (with certain exceptions)
were assumed to receive a Company subsidy of 3700 to $1,000 per year. For retirees over age 65, this subsidy
may be replaced by participation in a managed care program. With respect to retirees who were formerly hourly
employees, most such retirees are subject to a $5,000 per person lifetime maximum benefit. Subject to such
lifetime maximum, a 12% and 6% annual rate of increase in the Company’s per capita cost of providing
postretirement medical benefits was assumed for 1998 for such retirees under and over age 65, respectively. To
the extent that the lifetime maximum benefits have not been reached, the foregoing rates were assumed to
decrease gradually to an ultimate rate of 7% and 6%, respectively, by the year 2003 and remain at that level
thereafter. The weighted average assumed discount rate used in determining the accurnulated postretirement
benefit obligation was 7.25% and 7% for 1997 and 1998, respectively.
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The health care cost trend rate assumption has an effect on the amounts reported. To illustrate, increasing the
assumed health care cost trend rates by one percentage point in each year would increase the accumulated
postretirement benefit obligation as of December 31, 1997 and 1998 by $416,000 and $419,000, respectively, and
the aggregate of the service and interest cost components of the net periodic postretirement benefit cost for the
years 1997 and 1998 by $34,000 and $30,000, respectively. A decrease of one percentage point in each year
would decrease the accumulated postretirement benefit obligation as of December 31, 1998 by $373,000 and the
aggregate of the service and interest cost components of the net periodic postretirement benefit cost for the year
1998 by $27,000.

Note 11, Stock Option Plans and Stock Appreciation Rights

The 1991 Incentive Plan for Key Employees and Directors, as amended (the ‘*Plan’’), authorizes the grant
of options to purchase a maximum of 9,000,000 shares of the Company’s common stock, The Compensation
Committee of the Board of Directors (the ‘‘Committee’”) determines the exercise price and vesting schedule of
options granted under the Plan. In 1996, 1997 and 1998, the Company granted options to certain employees to
purchase 338,645, 264,344 and 2,029,301 shares, respectively, of the Company’s common stock at exercise
prices ranging from $.625 to $5.625 below the fair market value of such shares on the date of grant. The
difference between the exercise price and the fair market value of such shares on the date of grant is recognized
as compensation expense over the vesting periods of 214 to 3 years. Compensation expense for such options was
$0.3, $0.7 and $1.9 million in 1996, 1997 and 1998, respectively. All other employee options granted under the
Plan have a term of nine years, have an exercise price equal to the fair market value of such shares on the date of
grant and become exercisable at a rate determined by the Committee at the time of grant. Special vesting rules
apply to options granted to non-employee directors.

The Company has elected the disclosure-only provisions of SFAS No. [23, “*Accounting for Stock-Based
Compensation,’’ and applies APB Opinion No. 25 and related interpretations in accounting for the Plan, If the
Company had elected to recognize compensation cost based on the fair value of awards under the Plan at grant
dates, the Company’s pro forma net income for the years 1996, 1997 and 1998 would have been $53.2, $51.8 and
$2.2 million, respectively, and pro forma basic earnings per share would have been $.99, $.96 and $.04,
respectively. The SFAS No. 123 method of accounting has not been applied to options granted prior to January 1,
1995, and the resulting pro forma compensation expense may not be indicative of pro forma expense in future
years.

The fair value of the Company’s stock options used to compute pro forma net income and earnings per share
is the estimated present value at the date of grant using the Black-Scholes option-pricing model with the
following weighted-average assumptions: risk-free interest rate of 6%; expected life of 6 years; expected
volatility of 24%; and dividend yield of 0%.
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Note 11. Stock Option Plans and Stock Appreciation Rights—(Continued)

The following is a summary of transactions pertaining to the Plan:

Year Ended Year Ended Year Ended

December 31, 1996 December 31, 1997 December 31, 1998
Weighted Weighted Welghted
Average Average Average
Shares Exercise Shares Exercise Shares Exercise

(000’s) Price (B00’s) Price (000°s) Price

Qutstanding, January 1 ............ 3,217 $ 7.86 5014 §9.32 4,733  $ 9.68
Granted . ..o 2,110 11.31 515 11.99 3,117 15.05
Exercised ........ooovivreiiniiuins (113) 6.90 (306) 8.08 (351) 7.70
Forfeited .. ....... ..ot ( 260} 8.17 (490) 9.37 {510 11.19
Qutstanding, December 31 ......... 5,014 9.32 4,733 9.68 6,989 12,06
Options exercisable, December 31 ... 1,140 R.45 1,294 8.37 2,190 10.63

Based on calculations using the Black-Scholes option-pricing model, the weighted-average fair value of
options granted in 1996, 1997 and 1998 under the Plan for which the exercise price equaled the fair market value
of such shares on the date of grant was $3.50, $4.17 and $4.40 per share, respectively, and such weighted average
fair value of options granted in 1996, 1997 and 1998 for which the exercise price was less than the fair market
value of such shares on the date of grant was $5.99, $7.93 and $6.42 per share, respectively.

The following is a summary of the status of stock options outstanding and exercisable under the Plan as of
December 31, 1998:

Stock Optlons

Outstanding Stock Options

Weighted Average Weighted

Average  Remalning Average
Range of Shares Exercise  Contractual Shares Exercise
Exercise Prices {000’s) Price Life (000’s) Price
$500-5750 i 1,250  $ 671  4.04 years 890 § 6.63
$ 75181125 o 1,198 9.28 5.68 years 340 8.88
$11.26-81688 ... 4,485 1421  7.67 years 960 14.96
$16.89-518.63 ... it e 36 18.33  8.45 years — —_
Total oo e e 6,985 12.06  6.69 years 2,190 10.63

ISP Holdings issued options in 1996 to certain employees to purchase 138,983 shares of ISP Holdings’
redeemable convertible preferred stock (‘‘Preferred Stock™), exercisable at a price of $111.44 per share. Each
share of Preferred Stock was convertible, at the holder’s option, into shares of common stock of ISP Holdings at
a formula price based on the sum of the determined initial Book Value (as defined) plus interest on such Book
Value at a specified rate. The options vested over seven years, subject to earlier vesting under certain
circumstances including in connection with a change of control,

ISP Heldings also issued stock appreciation rights (“'SARs’") in 1996 related to 27,748 shares of ISP
Holdings’ common stock. The SARs represented the right to receive a cash payment based upon the appreciation
in value of the specified number of shares of common stock of ISP Holdings over the sum of the determined
initial Book Value (as defined) per share of common stock of ISP Holdings plus interest on such Book Value at a
specified rate. The SARs vested over a five-year period, subject to earlier vesting under certain circumstances
including in connection with a change of control. Compensation expense related to SARs was $0 for 1996 and
$1.3 million for 1997.
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As a result of the Merger {see Note 1), ISP Holdings' Preferred Stock option and SAR programs were
terminated, and the Company charged $7.9 million against operating income for cash payments made in 1998 for
amounts vested at that time. Additional accruals totaling $3.1 million may be made over the remaining vesting
period from the date of the Merger through 2003, including $0.8 million accrued in 1998 after the Merger.

Note 12. Related Party Transactions

BMCA, an indirect subsidiary of GAF and an affiliate of the Company, and its subsidiaries purchase all of
their colored roofing granules requirements from the Company (except for the requirements of their California
and Oregon roofing plants and a portion of their Indiana roofing plant, which are supplied by a third party) under
a requirements contract. Effective January 1, 1999, this contract was amended to cover, among other things,
purchases of colored roofing granules by BMCA’s subsidiaries and was renewed for 1999, This contract is
subject to annual renewal unless terminated by either party to such agreement. In 1998, BMCA and its
subsidiaries purchased a total of $62.6 million of mineral products from the Company, representing 7.6% of the
Company’s total net sales and 66.2% of the Company’s net sales of mineral products. Sales by the Company to
BMCA and its subsidiaries totaled $50.5 and $51.1 million for 1996 and 1997, respectively. The receivable from
BMCA and its subsidiaries for sales of mineral products as of December 31, 1997 and 1998 was $2.8 and
$5.6 million, respectively.

Pursuant to a management agreement {the ‘‘Management Agreement’), the Company has provided certain
general management, administrative, legal, telecommunications, information and facilities services to certain of
its affiliates, including GAF, BMCA, G-I Holdings and GFC. Charges by the Company for providing such
services aggregated $6.2, $5.6 and $5.1 million for 1996, 1997 and 1998, respectively, and are reflected as
reductions of ““Selling, general and administrative’’ expense. Such charges consist of management fees and other
reimbursable expenses attributable to, or incurred by the Company for the benefit of, the respective parties, which
are based on an estimate of the costs the Company incurs to provide such services. Effective January 1, 1999, the
term of the Management Agreement was extended through the end of 1999, and the management fees payable by
BMCA thereunder were increased. The Company and BMCA also allocate a portion of the management fees
payable by BMCA under the Management Agreement to separate lease payments for the use of BMCA’s
headquarters. Based on the services provided by the Company in 1998 under the Management Agreement, the
aggregate amount payable to the Company under the Management Agreement for 1999 is expected to be
approximately $6.1 million,

Note 13, Business Segment Information

The Company has adopted SFAS No. 131, “‘Disclosures about Segments of an Enterprise and Related
Information,”” which establishes standards for companies to report information about operating segments in
annual financial statements, based on the approach that management utilizes to organize the segments within the
Company for management reporting and decision making. Business segment and geographic disclosures (see
Note 14) for prior periods have been restated to comply with SFAS No. 131,

The Company is a leading multinational manufacturer of a broad spectrum of specialty chemicals, mineral
products and filter products. In addition to the Mineral Products and Filter Products segments, the Company
operates its Specialty Chemicals business through three reportable business segments, organized based upon the
markets for their products and the internal management of the Company, as follows:

Personal Care products serve as critical ingredients in the formulation of many well-known skin care, hair
care, toiletry and cosmetic products. Skin care ingredients include sunscreen actives, waterproofing agents,
preservatives, emollients and moisturizers. Hair care ingredients inciude a number of specially formulated
fixative resins for hairsprays, mousses and gels, as well as thickeners and stabilizers for shampoos and
conditioners.
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Pharmaceutical, Agricultural and Beverage products are sold to these three government-regulated
industries. In the pharmaceutical market, the Company’s products serve as key ingredients in prescription and
over-the-counter tablets, injectables, cough syrups, antiseptics, toothpastes and denture adhesives. The Company
is a leading producer of inert ingredients for the agricultural industry, where the Company’s solvents and
polymers are used for the formulation of safer and more effective crop treatment products. The Company’s
specialty polymers serve the beverage market by assuring the clarity and extending the shelf life of beer, wine
and fruit juices.

Performance Chemicals, Fine Chemicals and Industrial.  The Company's Performance Chemicals business
Includes acetylene-based polymers, vinyl ether monomers, and advanced materials for industrial applications.
The Company’s acetylene-based chemistry produces a number of performance polymers for use in a wide range
of industrial markets including coatings, adhesives, imaging, detergents, electronics, and metalworking. The
Company manufactures a broad range of Fine Chemicals including bulk pharmaceuticals, pharmaceutical
intermediates, and pheromones for use in insect population measurement and control. The Company's Industrial
business markets several intermediate and solvent products, such as buytanediol, tetrahydrofuran (THF) and N-
methyl pyrolidone (NMP), which are sold primarily to industrial markets for use in high performance plastics,
lubricating oil and chemical processing, electronics cleaning, and coatings.

Mineral Products. The Company manufactures ceramic-coated colored roofing granules that are sold
primarily to the North American roofing industry for use in the production of asphalt roofing shingles.

Filter Products. The Company manufactures a complete line of filter systems for use in the macrescopic
filtration of process liquids. Serving primarily the paint, automotive, chemical, pharmaceutical, petroleum, and
food and beverage industries, the Company is a global supplier of pressure-rated bag filtration equipment.

The following segment data are presented based on the Company’s internal management reporting system
for the five reportable business segments, The Company evaluates segment performance based on operating
income. Therefore, the measure of profit or loss that is reported to management for each segment is operating
income. Interest expense, other income items, income taxes and extraordinary items are not allocated to the
business segments for management reporting. At this time, the Company’s internal management reporting system
does not report assets by segment for the three specialty chemicals reportable segments (Personal Care;
Pharmaceutical, Agricultural and Beverage; and Performance Chemicals, Fine Chemicals and Industrial), as
many of the Company’s plant assets are utilized by several of the segments. Therefore, the following asset-
related segment data are presented only for Specialty Chemicals, Mineral Products and Filter Products.
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Sales of Mineral Products to BMCA and its subsidiaries in 1996, 1997 and 1998 accounted for 59.0%,
61.5% and 66.2%, respectivety, of the Company’s net sales of Mineral Products, representing 7.1%, 6.8% and
7.6%, respectively, of the Company's total net sales. No other customer accounted for more than 5% of the

Company's total net sales in 1996, 1997 or 1998,

Year Ended December 31,
1996 1997 1998
(Millions)
Net sales:
Personal Care. .. ouvvrvrere e et ettt et e e $ 1907 § 1874 § 1894
Pharmaceutical, Agricultural and Beverage .................coiii, 194.9 208.4 2106
Performance Chemicals, Fine Chemicals and Industrial ................. 205.7 230.0 250.1
Total Specialty Chemicals ... ........coviiiiiiiiii s 59L.3 625.8 690.1
Mineral Products{l) ... ovvuvrrn e e 85.6 83.1 94.5
Filter ProdictS v vttt e e e e e 39.6 40.3 39.3
I (oA - $ 7165 §$ 7492 § 8239
Operating income:
Persomal e . . ..ttt it e e $ 476 $ 440 §$ 347
Pharmaceutical, Agricultural and Beverage ...........o.oveiiiiiiin, 44.6 46.6 45.8
Performance Chemicals, Fine Chemicals and Industrial ................. 27.1 319 54.7
Total Specialty Chemicals ... i 119.3 122.5 135.2
Mineral ProdUucts . . ..ot i cr e e e [6.5 17.0 205
Pt PrOGUCES L v v vt ottt ettt tre et e ae s ee e i iaainans 0.2 3.6 36
Total segment operating iNCOME. ...\ vuvvvvt o iisinrinee e, 136.0 143.1 159.3
Unallocated corporate office expenses..........ooovv i i — (1.9) (3.7
Restructuring and impairment loss{2) ..........oo i — — (73.0)
Merger-related expenses ...........coii i ey — — (12.8)
Total operating iNCOME .. ... o e 136.0 141.3 69.8
Interest expense and Other, Net. .. ... ....i.iuve vt iueii i riiiiiieananns {19.4) (33.5) (39.4)
Income from continuing operations before income taxes and extraordinary
loss....... e e e e e e $ 1166 § 1078 § 304
Assets:
Specialty Chemicals(3) ........... ..ot i $ 963.8 § 9857 $1,050.3
Mineral Products . . . .oon e e e e e 154.5 155.2 157.6
Filer PrOdUCS . oo ot ettt e et e e e 22.0 23.3 26.4
General Corporate(d) . .. ...t e 2534 3215 5313
Net current assets of discontinued aperations .......................... 206.7 — —
TORAL B8SOES . . . oottt ettt ey e e e $1,6004 $1,485.7 $1,765.6
Capital expenditures and acquisitions:
Specialty Chemicals .. ... i i e e $ 419 § 3563 3 1537
Mineral Products . ... e 0.5 11.2 10.1
Bt PrOdUC S + oottt et e 32 1.0 2.2
Unallocated corporate office .......... ... i — 0.2 —
1 | $ 546 $ 687 $ 1660
Depreciation and goodwill amortization:
ecialty Chemicals ..o $ 414 & 40 $ 503
lineral Products 8.6 10.1 11.8
Filter Products . oo e e e 0.5 0.6 0.8
Unallocated corporate office — 0.5 2.2
2 $ 515 § 552 § 651

(1) Includes sales to BMCA and its subsidiaries of $50.5, $51.1 and $62.6 million for 1996, 1997 and 1998,
respectively.

(Footnotes continued on next page)
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{Footnotes continued from previous page)

(2) Of the $73.0 million restructuring and impairment loss in 1998, $70.0 million relates to the Performance
Chemicals, Fine Chemicals and Industrial business segment. The remaining $3.0 million provision relates to
the consolidation of European offices and affects all business segments except Mineral Products.

(3) Identifiable assets of Specialty Chemicals as of December 31, 1996 and [997 include the Company's 50%
ownership of GhC. See Notes 2 and 5.

(4) General Corporate assets primarily represent the Company's investments in trading, available-for-sale and
held-to-maturity securities and other short-term investments, which are held for general corporate purposes
and are not allocated to industry segments.

Note 14. Geographic Information

Financial information set forth below for foreign operations represent sales and long-lived assets (property,
plant and equipment) of foreign-based subsidiaries. Net sales are attributed to countries based on location of
customers and reflect the Company’s internal management reporting system.,

Year Ended December 31,
1996 1991 1998

(MiEns)
Net sales:
North America:
United BatES . vttt ettt i e e e e e $350.6 $3769 $413.0
CamAdA .+ttt e e e e 14.4 15.8 17.5
Total NOrth ANEICa . .. vttt e i i it e e nans 365.0 3927 4305
Europe:
Germany (1) ... v ottt e ey 49.1 39.0 93.0
United Kingdom . ...ovvier it e e 39.5 39.2 39.1
) = oot 23.9 22.7 23.8
721 14.9 17.2 16.8
SWitZerland ... i e e 10.8 14.7 13.2
Other Buropean COUnries . ... vvvr ittt it ee e, 75.0 70.1 719
Tota] BUr 0P . et i e e 2132 2029 257.8
Asia-Pacific:
Japan ... 36.4 39.5 26.3
AUSITAl A L o e 12.6 12,7 12.1
B0 L P 9.6 14.0 13.7
Other Asia-Pacific COUNIIES .. ...ttt e e e et iee s r e 44 .4 46.4 40.3
Total Asia-Pacific ... ... it e e 103.0 1126 92.4
Latin America:
Brazil. ..o e e e 13.7 15.5 16.9
1 Lo T S 8.5 9.8 12.1
Other Latin American COUNITIES .. v\ vttt er et s cre e raeeens 13.1 15.7 14.2
Total Latin AmMerica . vv o e e e e 35.3 41.0 43.2
Total et SalES .\ttt e $716.5 $749.2 $8239
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December 31,
1996 1997 199
(Millions}

Property, Plant and Equipment:

UMIEd SLALES « oo vt v e et e ve ettt e e e $473.8 $501.9 $479.6

GEIMANY(2) .« .o .ottt e 0.4 04 336

All other foreign COUNLTIEs ... .. .vvvvenvrrn e 15.3 16.6 20.0
Total Property, Plant and EQUIPMENt . ... ..vvvvveiaeaoiiiin e $489.5 $518.9 $553.2

(1) Net sales for Germany for 1996 and 1897 do not include sales of the GhC joint venture, which was accounted
for by the equity method prior to the Company’s acquisition, effective April 1, 1998, of the remaining 50%
interest in GhC. See Notes 2 and 5.

(2) The Company’s other principal long-lived asset in Germany as of December 31, 1996 and 1997 was the 50%
ownership of GhC of $38.2 and $34.3 million, respectively. See Notes 2 and 5.

Approximately 50% of the Company’s sales in 1998 were in foreign countries which are subject to currency
exchange rate fluctuation risks. See Note 2 for a discussion of the Company’s policy to manage these risks.
Certain countries in which the Company has sales are subject to additional risks, including high rates of inflation,
exchange controls, government expropriation and general instability.

Note 15. Discontinued Operations

On August 1, 1996, ISP Holdings completed the sale of WAXQ—FM, a commercial radio station operated
by GAF Broadcasting Company, Inc. (‘‘GAF Broadcasting”), which was a wholly-owned subsidiary of ISP
Holdings, for a purchase price of $90.0 million. The gain on disposal of $43.6 million, after income taxes of
$30.6 million, was recorded in the third quarter of 1996. Accordingly, GAF Broadcasting is reported as a
discontinued operation.

As a result of the Separation Transactions, G-I Holdings and its remaining assets, principally the building
materials business, consisting of BMCA and U.S. Intec, and the assets and liabilities of GFC, as well as GAF
Broadcasting, are reflected as discontinued operations in the Consolidated Financial Statements for periods prior
to the Separation Transactions. Summary operating results of such discontinued operations are as follows:

Yeer Ended

December 31,
19%6

(Thousands)
L= R (-7 S P $856,200

Loss before inCome taXes .. ....vvvnirn it aniie i $(28,015)
Income tax benefit ... .. .coiiiiiiii i 8,425

Loss from discontinued operations(1) .............coviiieiiiinn .. $(19,590)

(1) Loss from discontinued operations is net of elimination of intercompany interest, net of income taxes.

In Pebruary 1996, G-I Holdings completed the exchange of $189.3 million in accreted value of its then-
outstanding Discount Notes, for $200 million of its 10% Notes, which were subsequently subject to the Exchange
Offer discussed in Note 9. As discussed in Note 9, on October 18, 1996, ISP Holdings consummated the Tender
Offer for G-I Holdings’ Discount Notes. Pursuant to the Tender Offer, $346.9 million in accreted value of G-I
Holdings' Discount Notes were purchased by ISP Holdings and $133.0 million in accreted value of such
Discount Notes were subsequently repurchased by G-I Holdings (utilizing cash on hand and the repayment of
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monies owed to G-I Holdings by ISP) from ISP Holdings. G-I Holdings also purchased additional Discount
Notes from ISP Holdings for an aggregate cash purchase price of $45.8 million, representing the sum of
$45.0 million plus an amount sufficient to pay ISP Holdings' fees and expenses related to the Separation
Transactions (to the extent not previously included in the repurchase of Discount Notes by G-I Holdings). ISP
Holdings also concluded an offer to exchange its 9%% Senior Notes for G-I Holdings’ 10% Notes. Pursuant to
the Exchange Offer, $199.9 million of G-I Holdings' 10% Notes were acquired by ISP Holdings.

All Discount Notes purchased in the Tender Offer (other than those Discount Notes sold to G-I Holdings, as
discussed above) and all 10% Notes accepted in the Exchange Offer by ISP Holdings were contributed to G-I
Holdings by ISP Holdings as a capital contribution in December 1996, prior to the Separation Transactions, and
canceled by G-I Holdings.

In connection with these transactions, the Company recorded extraordinary losses of $31.0 million, net of
related income tax benefits of $17.3 million, representing write-offs of deferred financing fees and the premium
to accreted value of $29.4 million paid pursuant to the Tender Offer.

Note 16. Commitments and Contingencies

Asbestos Litigation Against GAF

GAF has advised the Company that, as of December 28, 1998, it is defending approximately 113,800
pending lawsuits involving alleged asbestos-related bodily injury claims relating to the inhalation of asbestos
fiber (**Asbestos Claims'*) (having received notice of approximately 93,500 new Asbestos Claims during 1998)
and has resolved approximately 293,500 Asbestos Claims {including approximately 59,000 in 1998). GAF has
advised the Company that it believes that a significant portion of the claims filed in 1998 were already pending
against other defendants for some period of time, with GAF being added as a defendant upon the lifting in 1997
of the injunction relating to the Georgine class action settlement. This injunction prevented plaintiffs from filing
or proceeding with their Asbestos Claims other than in accordance with the Georgine class action settlement,
which was rendered inoperable in 1997 by a United States Supreme Court ruling. GAF’s current estimated
average cost for Asbestos Claims resolved in 1998 (including Asbestos Claims disposed of at no cost to GAF) is
approximately $3,500 per claim. Substantially all of the costs in respect of these Asbestos Claims will be paid
over several years, There can be no assurance that the actual costs of resolving pending and future Asbestos
Claims will approximate GAF’s estimated average costs for the Asbestos Claims resolved in 1998.

GAF has stated that it is committed to effecting a comprehensive resolution of Asbestos Claims, and that it
is exploring a number of options to accomplish such resclution. There can be no assurance that this effort will be
successful.

Neither the Company nor the assets or operations of the Company, which was operated as a division of a
corporate predecessor of GAF prior to July 1986, have been involved in the manufacture or sale of asbestos
products. The Company believes that it should have no legal responsibility for damages in connection with
asbestos-related claims. Should GAF, however, be unable to satisfy judgments against it in asbestos-related
lawsuits, its judgment creditors might seek to enforce their judgments against the assets of GAF and, in that
regard, seek to recapture assets distributed by GAF, including assets distributed in the Separation Transactions.
Although the Company does not believe any such action to unwind the Separation Transactions would be
successful, there can be no assurance in that regard. If a creditor were successful in recapturing assets distributed
in the Separation Transactions, such creditor could seek to enforce any asbestos-related judgment against GAF's
assets, including the capital stock of the Company, and such enforcement could result in a change of control of
the Company. See Note 9 for discussion of the Credit Agreement,
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INTERNATIONAL SPECIALTY PRODUCTS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS-—(Continued)

Note 16. Commitments and Contingencies—(Continued)

Environmental Litigation

The Company, together with other companies, is a party to a variety of proceedings and lawsuits involving
environmental matters (‘‘Environmental Claims™), in which recovery is sought for the cost of cleanup of
contaminated sites, a number of which Environmental Claims are in the early stages or have been dormant for

protracted periods.

The Company estimates that its liability in respect of all Environmental Claims (including those relating to
its closed Linden, New Jersey plant described below), as of December 31, 1998, is approximately $20.0 million,
before reduction for insurance recoveries reflected on the Company’s balance sheet (discussed below) of
$10.7 million that relate to both past expenses and estimated future liabilities (*‘estimated recoveries™). The
gross environmental liability is included within “*Accrued liabilities’’ and ‘*Other Habilities,”” and the estimated
recoveries are included within “‘Other current assets’’ and “‘Other assets.”

In the opinion of the Company’s management, the resclution of the Environmental Claims should not be
material to the business, liquidity, results of operations, cash flows or financial position of the Company.
However, adverse decisions or events, particularly as to the lability and the financial responsibility of the
Company’s insurers and of the other parties involved at each site and their insurers, could cause the Company to
increase its estimate of its liability in respect of such matters. It is not currently possible to estimate the amount or
range of any additional liability.

After considering the relevant legal issues and other pertinent factors, the Company believes that it will
receive the estimated recoveries and the legal expenses incurred on the Company’s behalf and that the recoveries
could be well in excess of the current estimated liability for all Environmental Claims, although there can be no
assurances in this regard. The Company believes it is entitled to substantially full defense and indemnity under its
insurance policies for most Environmental Claims, although the Company’s insurers have not affirmed a legal
obligation under the policies to provide indemnity for such claims.

In March 1995, GAF commenced litigation on behalf of itself and its predecessors, successors, subsidiaries
and related corporate entities seeking amounts substantially in excess of the estimated recoveries. While the
Company believes that its claims are meritorious, there can be no assurance that the Company will prevail in its
efforts to obtain amounts equal to, or in excess of, the estimated recoveries.

In June 1989, the Company entered into a Consent Order with the New Jersey Department of Environmental
Protection (**NJDEP’'} requiring the development of a remediation plan for its closed Linden, New Jersey plant
and the maintenance of financial assurances (currently $7.5 million) to guarantee the Company’s performance.
This Consent Order does not address any potential natural resource damage claims. In April 1993, NJDEP issued
orders which require the prevention of discharge of contaminated groundwater and stormwater from the site and
the elimination of other potential exposure concerns. The Company believes, although there can be no assurance,
that, taking into account its plans for development of the site, it can comply with the NJDEP order at a cost of no
more than $7.5 million.

Lease Comrmtitmenis

Leases for certain equipment at the Company’s mineral products plants are accounted for as capital leases
and are included in *‘Property, plant and equipment, net,”” at December 31, 1997 and 1998 in the amount of $2.1
and $2.2 million, respectively. The Company also has operating leases related to the sale-leaseback transaction
discussed in Note 5 and for transportation, production and data processing equipment and for various buildings.
Rental expense on operating leases was $8.7, $9.7 and $15.2 million for 1996, 1997 and 1998, respectively.
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INTERNATIONAL SPECIALTY PRODUCTS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Note 16. Commitments and Contingencies—(Continued)

Future minimum lease payments for properties which were held under long-term noncancelable leases as of

December 31, 1998 were as follows:

Capital  Operating
Leases Leases

(Thousands)

L T $ 488 § 9,391
4.0 S PN 434 8,326
1,0 O 339 7,239
2.1 137 6,252
740, O 140 5,893
Y13 Y - — 7,423
Total MINIMUM PAYMENLS . ...\ttt ettt et a e e 1,538 $44,524
Less interest included above. ... i 221

Present value of net minimum lease PaYMERts .......ovvvvevniiir e, $1,317

Other Matters

The Company has received site designation from the New Jersey Hazardous Waste Facilities Siting
Commission for the construction of a hazardous waste treatment, storage and disposal facility at its Linden, New
Jersey property and has received approval from the New Jersey Turnpike Authority for a direct access ramp from
the Turnpike to the site. If the Company is successful in securing the necessary permits to construct and operate
the hazardous waste facility, the Company intends to develop and operate the facility in a separate subsidiary,
either on its own or in a joint venture with a suitable partner. The Company estimates that the cost of constructing
the facility will be approximately $100 million and, if approved, the facility is anticipated to be in operation three
years after commencement of construction. The Company anticipates utilizing internally generated cash and/or
seeking project or other independent financing for this project. Accordingly, the Company would not expect such
facility fo impact materially its liquidity or capital resources. The Company is also investigating additional
development opportunities at this site.

See Note 4 for information regarding additional contingencies.

Note 17. Subsequent Events

On March 1, 1999, the Company repaid its 9% Senior Notes due March 1999 with $200 million of long-
term Credit Agreement borrowings. On March 1, 1999, the Company also terminated the forward-starting interest
rate swaps entered infe in 1998 in the aggregate notional amount of $125 million. The cost to the Company to
ferminate such swaps was insignificant. On March 18, 1999, the Company received a one-year extension, to
April 11, 2000, on its $38.1 million mortgage obligation.
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INTERNATIONAL SPECIALTY PRODUCTS INC.
SUPPLEMENTARY DATA (UNAUDITED)
Quarterly Financial Data (Unaudited)

1997 by Quarter 1998 by Quarter
First Second Third Fourth FLst Second Third Fourth
T (Millions)
Netsales ...ovviieviiiiinian.n 51912 %1978 $183.6 $176.6 32007 $219.8 32069 $196.5
Cost of products sold . .......... 114.2 116.3 105.9 100.5 119.2 125.7 119.6 120.8
Gross profit.......ovviinnins $77.0 $ 815 $777 $ 761 $815 $941 $873 § 757
Operating income (loss)(1) ...... $ 364 $390 $346 $313 $378 $481 $236 $(39.7
Income (loss) before income
BAXES . vttt $ 252 $288 $285 $ 253 $312 %388 §$ 183 $(579
Income tax (provision) benefit. .. (9.2) (104) (10.5) 9.0 (11.3) (14.8) (6.9 17.7
Minority interest in income of
subsidiary ............. ... (3.8) (3.9 (3.6) (3.4 (4.2) (5.0) {1.1) —_—
Net income (loss) .............. $122 %145 $144 $ 129 $ 157 $ 190 $ 103 $402)
Earnings per common share(2):
Basic ........ovoiiiiiinin $ 23 % 27 § 27 § . $ 29 § 35 § .15 §$ (38
Diluted.............coviinn $ 23 $ 27 % 27 § . $ 29 § 35 % .15 § (5%

(1) Operating income for the third quarter of 1998 reflects $12.8 million of merger-related expenses and
$3.0 million of restructuring charges related to the consolidation of offices in the Company’s European
operations. Operating income (loss) for the fourth quarter of 1998 reflects $70.0 million of restructuring and
impairment losses. See Note 3 to Consolidated Financial Statements.

(2) Eamings per share are calculated separately for each quarter and the full year. Accordingly, annual earnings
per share will not necessarily equal the total of the quarters. Earnings per share for all periods prior to the
Merger are calculated based on the 53,833,333 shares of the Company’s common stock held by ISP
Holdings” stockhelders. See Note 1 to Consolidated Financial Statements.
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INTERNATIONAL SPECIALTY PRODUCTS INC.
VALUATION AND QUALIFYING ACCOUNTS
Year Ended December 31, 1996

SCHEDULE II

(Thousands)
Balance Charged to Balance
January 1,  Costs and December 31,
Description 1996 Expenses  Deductions 1996
Valuation and Qualifying Accounts
Deducted from Assets to Which
They Apply:
Allowance for doubtful accounts . ... ............... $ 2,879 $ 272 $ 3l1a) $ 2,840
Reserve for inventory market valuation ............. 13,978 8,329 9,495 12,812
Year Ended December 31, 1997
(Thousands)
Balance Charged to Balance
January 1,  Costs and December 31,
Description 1997 Fxpenses  Deductions 1997
Valuation and Qualifying Accounts
Deducted from Assets to Which
They Apply:
Allowance for doubtful accounts ................... $ 2,840 $ 338 $ 454a) $ 2,724
Reserve for inventory market valuation ............. 12,812 7,631 6,360 14,083
Year Ended December 31, 1998
(Thousands)
Balance Charged to Balance
Jamuary 1,  Costs and December 31,
Description 1998 Expenses  Deductions Other 1998
Valuation and Qualifying Accounts
Deducted from Assets to Which
They Apply:
Allowance for doubtful accounts ... ......... $2724 $ 258 $ 291(ay § 98(b) § 2,789
Reserve for inventory market valuation ...... 14,083 15,593 7,762 127(by 22,043
Reserves for restructuring. . ................. — 10,503 1,161 — 0,342

Notes:
(a) Represents write-off of uncollectible accounts net of recoveries.

(b) Represents balance acquired in acquisitions.
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